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In fiscal year 2006, LTX produced solid results that
validate the strategies we have put in place over the
last few years. We refocused our marketing on key
growth segments, enabling us to continue expanding
our customer base, and more importantly, increasing
our market share at existing customers. We introduced
signiticant new products that expanded the scalability
of our X-Series systems. We advanced our lean, flexible
business modél, delivering strong financial results for
the year and establishing a framework for profitability
across an entire cycle.

FOCUSED CUSTOMER MARKETING

We entered the fiscal year with a renewed focus on
high-growth, mixed signal intensive SOC market
segments. This focus, coupled with our comprehensive
product offering, enabled success on a number of
fronts. We increased our market share within many of
our current customers by demonstrating the value
of our product strategy and solutions across a wide
range of device types and market segments. We
gained new customer wins by providing the right
combination of capabilities and cost of test, iﬁcluding
increasing our dominance in low cost RF testing.

SCALABLE, COMPATIBLE PRODUCTS

During the year, we introduced a number of new
products that increased our addressable market.
Among these was the newest X-Series configuration —
the Fusion MX — which has already won a number of
next generation tester decisions. The Fusion EX,
introduced last year, saw wide acceptance in the
marketplace with a significant ramp in revenue
throughout the year. Our rapid introduction of new
systems and instruments, driven by our focused R&D
strategy, ensures that our customers have the test
technologies they need for their most advanced
devices. And, our focus on product scalability and
compatibility gives our customers maximum flexibility
througi'l test solutions that offer the exact performance
and cost of test they require.

-
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LEAN, FLEXIBLE BUSINESS MODEL

We also made dramatic strides in enhancing our
business model throughout the fiscal year. We right-sized
our facilities worldwide in line with our new operating
model to provide significant savings, including moving
to a new corporate headquarters in Norwood,
Massachusetts. We improved the etticiency of our
manufacturing operations with our outsource partners,
and began work on the next stage of manufacturing
cost reduction. Finally, customer demand drove a
shift in our product mix towards our newer, more
cost-effective X-Series systems. The result of these and
many other activities was the achievement of our
$41 million quarterly break-even target ahead of
schedule, an improvement of over 35% from two years
ago. Our financial results show the impact of these
initiatives, ending the year with the best quarterly
operating performance in the company’s history.

Fiscal year 2006 was a year of significant achievements
for LTX that position us for profitable growth. Qur
X-Series test systems offer the most scalable, compatible
test solution available; we have deeper penetration
within our established customer base and a growing list
of new customers; and we have a proven business
model that delivers industry leading results. During
fiscal year 2007 our focus will be on gaining share
in the markets we serve. We will build on our strong
foundation — delivering additional leading-edge products,
executing on the business we've already won, further
broadening our customer base, and continuing to
advance our lean, flexible business model.

8.,

David G. Tacelli
Chief Executive Officer and President
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PARTI ‘ . '

Item 1. Business ' . v . L -
|
. . . - i
-LTX Corporation, (“LTX or the “Company”’), designs, manufacrures markets and services semiconductor
test solutions. Semiconductor designers and manufacturers worldwide, such as ASE, Infineon Technologies,
National Semiconductor, Maxim Integrated Products, Renesas, STMicroelectronics and Texas Instruments, use
semiconductor test equipment to test devices at two different stages during the manufacturing process. These
devices are incorporated in a wide range of products, including mobile internet equipment such as wireless
access points and interfaces, broadband access products such as cable modems and DSL modems, personal
communication products such as cell phones and personal digital assistants, consumer products such as
televisions, videogame systems, digital cameras and automobile electronics, and for power management in
portable and automotive electronics. We provide test systems, global applications consulting, repair services and
operauonal support to over 100 customers in more than 15 countries. For additional information relatmg to
foreign revenues, refer to Note 8 to the Company’s Consolidated Financial Statements

Introductmn

We offer our customers the LTX Fusione platform, which combines our enVision software with our
high-end Fusion HFi configuration or with our scalable Fusion X-Series (CX, DX, EX, and MX) configurations.
Fusion was the first of a new class of test systems designed to test system-on-a-chip, or SOC, devices in a single
test step. With Fusion, we believe we have the leading test system capable of testing a broad range of analog,
dnglta.l and mixed signal (a combmauon of dngltal and analog) and SOC devnces on a scalable, single platform.

LTX focuses its marketing and sales on mtegrated device manufacturers (IDMs), subcont.ractorsl which
perform manufacturing services for the semiconductor industry, foundries, which provide wafer manufacturing
capability, and fabless companies, Wthh design integrated circuits but have no manufacturing capability.

LTX Corporation was incorporated in Massachusetts in 1976 'Our executive offices are located at 825
University Avenue, Norwood, Massachusetts 02062 and our telephone number.is 781-461-1000. The terms
“LTX" and the “Company” refer to LTX Corporation and its wholly owned subsidiaries unless the context
otherwise specified. The Company makes itsannual reports on Form 10-K, quarterly reports on Form 10-Q,
current reports on Form 8-K and all amendments to those reports available, free of.charge, in the Investor
Relations section of the. Company's website at www.ltx.com as soon as reasonably practicable after such material
is electronically filed with, or furnished to, the Securities and Exchange Commission. '

[N - . . : AP . !




Industry Overview

The testing of devices is a critical step during the semiconductor production process. Typically,
semiconductor companies test each device at two different stages during the manufacturing process to ensure its
functional and electrical performance prior to shipment to the device user. These companies use semiconductor
testing equipiment to first test a device after it has been fabricated but before it has been packaged to eliminate
non-functioning parts. Then, after the functioning devices are packaged, they are tested again to determine if they
fully meet performance specifications. Testing is an important step in the manufacturing process because it
allows devices to be fabricated at both maximum density and performance—a key to the competitiveness of
semiconductor manufacturers. Shown below i isa schematic deplctlon of the major steps in the semiconductor-
fabrication and test process. "
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Three primary factors ultimately drive demand for semiconductor test equipment:

* increases in unitprodijction of semiconductor devices; -

. mcreases in the complcxlty and pcrform.ance level of devmes ‘used in electromc products and

» the emergence of next gencrauon device tcchnologws , R T

Historically, increases in unit pfoduction resulted primarily from the proliferation of the personal computer
and growth of the telecommunications industry. We expect that future unit production growth will be augmented
by consumer electronics, the mobile internet, broadband network access, the increased use of digital signal
processing (DSP) devices, and automotive and power management applications. These increases in unit
production, in turn lead to a corresponding increase in the need for test equipment.

Furthermore, demand is increasing worldwide for smaller, more highly integrated electronic products. This
has led to ever higher performance and more complex semiconductor devices, which, in turn, results ina
corresponding increase in the demand for equatly sophisticated test equ1pment

Finally, the introduction and adoption of a new generation of end-user products requires the development of
next generation device technologies. For example, access to information is migrating from the stand-alone
desktop computer, which might be physically linked to a local network, to the seamless, virtual network of the
internet, which is accessible from anywhere by a variety of new portable electronic communication products. A
critical enabling technology for this network and multimedia convergence is SOC. SOC provides the benefits of
lower cost, smaller size and higher performance by combining advanced digital, analog and embedded memory
technologies on a single device. Historically, these discrete technologies were only available on several separate
semiconductor devices, each performing a specific function. By integrating these functions on a single device,
SOC enables lower cost, smaller size, higher performance, and lower power consumption.
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The increases in unit production of devices, the increase in complexity of those devices, and, ultimately, the
emergence of new semiconductor device technology have mandated changes in the design, architecture and
complexity of such test equipment. Semiconductor device manufacturers must still be able to test the increasing
volume and complexity of devices in a reliable, cost-effective, efficient and flexible manner. However, the
increased pace of technological change, together with the large capital investments requ:red 1o achieve economies
of scale, are changing the nature and urgency of the challenges faced by device designers and manufacturers.

Designers and manufacturers historically have not been able to use their test floors at peak efﬁmency
because they had to use several separate digital and mixed signal testers 1o perform all of their required testing.
This increases their costs of ownership due to increased training requirements, greater floor space, decreased
utilization and slower throughput. Furthermore, manufacturers cannot fully test new SOC designs because their
current testing equipment does not include a sufficiently broad range of mixed signal instrumentation.
Manufacturers are subject to further increased testing costs if their testing equipment lacks the flexibility and
capacity to run parallel tests on multiple devices at one time, or multi-site testmg These problems are
exacerbated when volume production of devices i increases.

Fusion, the LTX Solution

Our solution is the Fusion test platform. Fusion tests new generations of highly-integrated mixed signal
devices, advanced digital devices and SOC devices, which incorporate these technologies. The testing
requirements of digital and mixed signal devices are essentially a subset of the testing requirements of SOC
devices. The test requirements of all of these semiconductor devices are well within the range of Fusion’s
capability. The Fusion single test platform allows our customers to use a single integrated hardware and software
system to test all of these devices, rather than the multiple test systems typically required. By using a single
testing platform, our customers are able to optimize their asset utilization, théreby incréasing their manufacturing

flexibility and lowering the overall cost of their testing processes.
. . o P

Fusion is a différentiated solution to this test challenge because it provides all of the following: '

A single test platform. Historically, device manufacturers used several narrowly focused testers to test |
their devices, each designed to test only digital, only memeory, or only mixed signal devices, leading to
productivity loss as device output mix changed. Our Fusion test platform combines our test hardware with
our enVison software to provide a flexible, scalable test environment. Fusion integrates the testing of mixed
signal, digital and embedded memory functions into a single platform to provide better test performance and
lower the cost of ownership for our customers by raising the utilization rates of their test floors. Not only
have our customers selected Fusion as part of their SOC strategy, but they are also purchasing Fusion for
capacity expansion on all their devices, ehmmatmg the need for separate digital and mixed signal testers.

Scalable perfarmance. Semiconductor dev1ces depending upon their application, require dlfferent
levels of instrument performance for testing. For example, complex SOC devices require the advanced
digital testing performance, including embedded memory testing, found in traditional high-end VLSI testers,
whereas consumer-oriented digital and mixed signal devices typically have less stnngent digital test
requirements. The Fusion scalable, single platform offers different levels of test capability and tester
infrastructure support at different price pomts providing our customers with the ablhty to match test
performance exactly to their needs.

Multi-site test capability. Multi-site testing, the parallel testing of more than one device (of the same
type) on one testing machine at a given time, lowers the overall cost of testing devices by increasing the
throughput of each testing machine, We designed Fusion to make multi-site testing easier for the test .-
designer. Earlier generations of testing equipment required test engineers to spend significant amounts of
time writing specific software programs to run tests in parallel. Our enVision software allows test engineers
to expand single-site testing programs into multi-site testing programs with ease. Fusion’s hardware can be
configured with a sufficient number of instruments to perform multi-site testing even on highly complex

3




SOC devices. These features allow our customers to take advantage of the increased throughput offered by
multi-site testing without sacrificing their ability to introduce new products to market quickly. - .. ..

A full range of mixed signal instrumentation, Testing different types of SOC mput/output interfaces
requ;res radio frequency (RF), digital signal processing (DSP),  power management, time measurement, and’
other instruments. Fusion provides customers with the broad range of mixed signal i instrumentation
necessary to test these devices to the customer’s desired spec1ﬁcat10ns Mixed signal test expemse isin ’
short supply in the industry and one of our strengths in SOC testing is the depth of our mlxed 51gna1
mtellectual property, based on our heritage as a pioneer in this ﬁeld

o

Easy-ta~use software for test program development, Our enVrsron software provides the customer ]
test engineer with an expandable library of prepackaged, reusable test program modules and debugging
tools, all accessible through an easy-to-use graphicai user interface.-In most other testers, test engineers can
reuse test code only by cutting and pasting lines of program code. enVision encapsulates test techniques into
software objects that are added to the library for reuse in subsequent test programs. The test engineer can
use these software objects when designing new test programs simply by dragging them with a mouse into
the program flow. The ease-of-use of our software accelerates our customers’ development process, which
allows them to introduce their semiconductor devices to market more rapidly.

The LTX Business Strategy - : ; . ' .

LTX's Ob_]ECIIVE 15 10 be the 1eadmg supplier of semrconductor test eqmpment Key elements of our strategy

include:”

Extend our technological lead in single platform testing. We belicve that a'scalable, single test .,
platform solution offers our customers the greatest flexibility in managing the utilization of their.test assets,
thereby decreasing the cost of test. We intend to continue to focus our resources on a scalable, single
integrated hardware and software test platform solution by developing options and configurations that will
extend Fusion's reach to address cost-effectively the testing of semiconductor devices across a wider
spectrum of performance and complexity. Rather than diluting our resources with a multiple platform
strategy, we believe our resources will provide a higher return on investment by fOCUSll‘lg ona sca]able,
smgle. test platform for advanced digital, mixed signal, and SOC devices.

Concentrate our sales, applications consulting, and service eﬁarts on key accounts. We recogmze
that large diversified semiconductor device manufacturers, commonly referred to as IDMs, large offshore
test and assembly companies and certain fabless semiconductor device demgners purchaseimost of the
world’s test equipment, and that the level of support we are able to provide to them has a direct impaét on
future business. We believe that focusing our sales and support resources on these key semiconductor
companies is the most efficient way to maximize revenue. Therefore, we have organized our selling, field
service, and field applications organizations around these key companies, and located these resources close
to their facilities. This has helped us to increase our responsiveness to customers’ needs and develop
collaborative relationships that help guide us in developing future applications and system options.

Further improve the flexibility of our business model. In order to focus our resources on the
development of Fusion, improve our responsiveness to customer needs, reduce fixed costs and working
capital requirements, and manage the cyclicality of our mclustry more effectwely, we have 1mp1emenled a
more flexible business model. With the completion of the transition of our assembly, system integration and
testing operations to Jabil Circuit, substantially all of our manufacturing functions have been outsourced to
third partics. We augment our focused internal development resources through our Open Platform Program,
which was designed to facilitate third party development of instrumentation for our Fusion platform using
supported hardware and software interfaces to our Fusion hardware and enVision operating system. We

"engage contract employees to address periods of peak demand. Through our strategic alliances, we have
implemented additional international distribution and have outsourced certain repair and support functions.

- We intend to continue to identify and 1mplement programs which enhance our ability to meet customers’
needs while reducing fixed costs. : - :
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Fusion Overview A co - ,

Fusion offers a unique solutron for testing the fuli spectrum of non-memory dev1ces consisting of S0C,

mixed signal, and digital ‘dévices. The Fusion test platform provides customers with highly reliable test
performance and cost-efficiency in- their efforts to accelerate their time-to-market for SOC, mixed signal, and
digital devices. The Fusion test platform combines our test station hardware with our enVision software and is
available in Fusion HFi, Fusion CX, Fusion DX, Fusion EX and Fusion MX configurations. These conﬁguratlons
depend primarily on the digital complex1ty of the device to be tested. . ‘ P
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, Our enV:sron software helps customers desrgn device lest programs faster and more efﬁcrently by’

., providing a customer’s test engineer with an expandable hbr_ary of prepackaged, reusable test program-

modules and debugging tools, all accessible through an easy-to-use graphical user interface. In other testers,
test engineers can reuse test code only by cutting and pasting lines of program code. enVision software
circumvents much of this laborious process by encapsulating test techniques into software objects that are
added to the library for reuse in subsequent test programs. The test engineer can use these software objects
when designing new test programs simply by inserting them into the program flow. S ’
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Fusion HFi - ]
i 1 I

.+ Our-Fusion HFi is one.of the most advanced testers available. The Fusion HF1 and HF (the predecessor.

i to the HFi) feature up to 1,024 digital pins, mixed signal and RF test instruments, and power management

" flexibility and scalability.

test technology. Before the advent of Fusion HF, semiconductor manufacturers required several narrowly
focused testers, designed to test only digital, with or without embedded memory, or only mixed signal
devices, but not all three. Since the Fusion HFi scalable, single platform can efficiently test complex devices
ranging from mixed signal to digital to'SOC, it eliminates the need for mutually exclusive testers. The - -
Fusion HFi test system offers the broadest range of leading-edge test capability in a single platform, '
including advanced mixed signal, high-speed digital, digital signal processing, RF wireless, embedded -
memory, power management, and time measurement. This range of instrumentation on a single platfonn :
allows semiconductor manufacturers to optimize their asset utilization, thereby increasing their =~
manufacturing flexibility and lowering the overall cost of their testing processes. Fusion’s modular, open =
architecture has been designed so that it can keep pace with today’s rapid changes in test technology. As
new generations of devices require more advanced test capabilities, customers can easily upgrade their
Fusion testers to accommodate these requirements. Our Open Platform Program encourages third party 4
development of instrumentation for Fusion to augment our internal development, thereby increasing -

¥
[P - R

4 L b [ ' . BN

" Fusion CX, DX, EXand MX - ., : . L

Fusion CX is a high-performancé, lower cost Fusion system targeted primarily towards the testing of
high-volume mixed signal devices. The mixed signal device'technologies tested by Fusion CX are often the *
precursor to mixed signal technologies that will be incorporated into riext generation SOC designs. Because *
Fusion CX uses the same enVision development software as Fusion HFi, customers are able to upgrade their
test capability to Fusion HFi as the complexity of their next generation SOC devices require. Fusion CX

_ features up to 128 digital ptns mixed 51gnal and RF test instruments, and power management test

_ technology. Typical device types tested on Fusion CX include radio frequencylwrreless such as 802 11,

power_ management and automotive dev1ces .

Fusion DX extends the reach of Fusion to the desktop, offering complete ATE capabilities and the

- flexibility to be deployed at any point from design to production. Fusion DX can be integrated into other

production equipment, including test systems, probers or handlers without use of additional floor space, and
offers a wide range of capabilities, including full-featured digital and a broad line of mtxed signal . .
instruments. )




Fusion EX offers four times the instrument channels as Fusion CX, enabling a wider range of system .
configurations Fusion EX uses existing Fusion platform instruments to address the testing needs of
advanced consumer digital and baseband communications devices. These instruments contain a sma'_]ler
number of instrument channels in each card, which allows for small configuration incremems This,
combined with Fusion’s universal slot design, produces system conﬁguratlons with a more efficient cost of
ownership than competitive platforms. :

Fusion MX is a mid range offering that can accommodate twice the number of instruments as the Fusmn
CX and is targeted at applications in the Automotive, Power Management, Wireless RF and Consumer
Baseband area. The Fusion MX uses the same instrument cards that are available in DX, CX and EX
products because it is based on the same universal slot system architecture. The MX can be configured with
up to 256 digital pins and at the same time accommodate any of the mixed signal instruments available in a
DX, CX or EX. In addition to the instrument compatibility the MX can also run the exact same test programs
developed on the other X-Series configurations because they all run the same envision operating system.

Semce

Our worldwide service orgamzatmn is capable of perforrmng installations and all necessary maintenance of
test systems sold by us, including routine servicing of components manufactured by third parties. We provide '
various parts and labor warranties on test systems or options designed and manufactured by us, and warranties on
components that have been purchased from other manufacturers and incorporated into our test systems. We also
provide training on the maintenance and operation of test systems we sell. Service revenue totaled $33.2 million,
or 15.3% of net sales, in fiscal 2006, $31.5 million, or 23 4% of net sales, in fiscal 2005, $38.5 million, or 15.0%
of net sales, in fiscal 2004.

We offer a wide range of service contracts, which gives our customers the flexibility to select the
maintenance program best suited to their needs. Customers may purchase service contracts which extend
maintenance beyond the initial warranty provided. Many customers enter into annual or multiple-year service
contracts over the life of the equipment. The pricing of contracts is based upon the level of service provided to
the customer and the time period of the sérvice contract. We believe that service revenues should be less affected
by the cyclical nature of the semiconductor industry than sales of test equipment. We maintain service centers
around the world, both directly and through strategic alliances with companies that are located in Singapore,
Japan, Korea, Thailand and California. ‘

Engineering and Product Development

The test equipment market is characterized by rapid technological change and new product introductions, as
well as advancing industry standards. Our competitive position will depend upon our ability to successfully
enhance the Fusion platform and develop new instrumentation, and to introduce these new products on a timely
and cost-effective basis. We devote a significant portion of personnel and financial resources to the continued
development of our scalable, single test platform capabilities, including embedded memory, digital and mixed
signal core competencies. We also seek to maintain close relationships with our customers in order to be
responsive to their product development and production needs. Qur expenditures for engineering and product
development were $53.8 million, $66.3 million, and $67.7 million, during fiscal 2006, 2003, and 2004,
respectively. ‘ '

Our engineering strategy is to focus on development of the Fusion scalable, single test platform. We believe
that our single-platform strategy is a more cost effective method of focusing research and design efforts, because
we are able to avoid dilution of our development efforts across multiple product platforms. We also intend to
develop our future test systems in an evolutionary manner so that they may be progressively upgraded. Together
with our strategic alliances and our Open Platform Program, this approach preserves our customers’ substantial
investments in our pre-existing test systems and programs, and, in general, helps us maintain market acceptance
for our test systems. We work closely with our customers to define new product features and to identify
emerging applications for our products.




Sales and Distribution b e

We sell our products primaril)} through a worldwide direct sales organization. Our sales and marketing
organization is structured around key accounts, with a sales and marketing force of approximately 21 people. We-
use a small number of independent sales representatives and distributors in certain other regions of the world. - -

Our sales to customers outside the United States are primarily denominated in United States dollars. Sales -
outside North America were 59%, 69%, and 66%, of total net sales in fiscal 2006, 2005, and 2004, respectively.
See.Note 8 to the Company.’s Consolidated Financial Statements for additional information relating to foreign .
revenues. . . . L. ‘ - . t .

v " . . ‘ ) ' o . . t
Customers Pe e

Our customers include many of the world’s leading semiconductor device manufacturers. In fiscal years

2006, 2005 and 2004, Texas Instruments accounted for 56%, 47%, and 58% of net sales, respectively. A

v,

representative list of customers that have ordered Fusion products includes the following: o

Amkor . Maxim Intcgratcd Products - - Silicon Image bt

austriamicrosystems : Melexis. .. .., . -, . SiliconLaboratories -, -

ASAT C National Semiconductor . . SMSC . o .

ASE .. . .- ' Nordic Semiconductor .. . - STATS St e . :
Delphi [ Philips Semiconductor (NXP) © - .STMicroelectronics - | . - ’

Freescale Qlogic Texas Instruments, . -

Giga Solutions REMD UTAC '

Infineon Technologies Renesas Vitesse Semicondl.{cto_r? o

KYEC © Samsung

Because a relatively small number of semiconductor companies purchase most of the world’s . C o
semiconductor test equipment and we have concentrated our sales and support efforts on such key customers, we -
believe that sales to a limited number of customers will cuntmuc to account for a high percentage of net sales for .
the foreseeable future e o . ) o L

Manufacturmg and Supply

Tt e M .

We have complcted the transmon of our final assembly, system integration, and testmg operatlons of our
Fusion HFi, CX, DX, EX and MX, to Jabil Circuit. We outsource certain components and subassemblies to
contract manufacturers. We use standard components and prefabricated parts manufactured to our specifications.’ .
These components and subassemblies are used to produce testers in configurations specified by our customers..
Some of the components for our products are available from a number of different suppliers; however, many - :
components are purchased from a single supplier or a limited group of suppliers. Although we believe that all
single source components currently are available in adequate amounts, we cannot be certain that shortages will - -
not develop in the future. We are dependent on a semiconductor device manufacturer,-Maxtek Components, who
is a sole source supplier of custom components for our products. We have no written supply agreements with this.
sole source supplier and purchase our custom components through individual purchase orders. We continuously-
evaluate sources for our custom components. We cannot assure you that such alternative sources will be qualified
or available to us. ‘ .

-
.- [

Our facilities in Norwood, Massachusetts and San Jose, California perform research and developmcnt
activities, which include assembly, system mtegratlon and testing for prototypes S i
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Competition - :

Many other domestic and foreign companies participate in the markets for each of our products and the
industry is highly competitive. We compete principally on the basis of performance, cost of test, reliability,
customer service, applications support, price and ability to deliver our products on'a timely basis. Qur
competitors in the market for test systems include Advantest, Credence Systems, Eagle Test Systems, Teradyne
and Verigy. Certain of these companies have a substantially larger share of our addressable market than we'do
and the majority of our major competitors have greater financial and other resources than we do. Certain.of these

competitors have a larger installed base of equipment than we do. All of our major competitors are suppliers of -

other types of automatic test equipment and also supply products to other markets. We expect our competitors to
enhance their current products and they could introduce new products with comparable or better price and
performance. In addition, new competitors, including semiconductor manufacturers themselves, may offer new
technologies, which may in tum reduce the value of our product lines.

' M ' . - B * - ¢ '

Backlog

! . - . ‘ . . TN

At July 31, 2006, our backiog of unﬁlled orders for all products and services was $72 8 million, compared
with $78.0 miltion at July 31,-2005. Historically, test systems generally ship within twelve months of receipt of a
customer’s purchase order: While backlog is calculated on the basis of firm orders, orders may be subjectto .
cancellation or delay by the customer with limited or no penalty. Qur backlog at any particular date, therefore, is
not necessarily indicative of actual'sales which may be generated for any succeeding period. Historically, our

backlog levels have fluctuated. based upon the ordering patterns of our customers and changes in our 4

manufacturing capac1ty

Proprie_tary Rigﬁts

The development of our products is largely based on proprietary information. We rely upon a combination
of contract provisions, copyright, trademark and trade secret laws to protect our proprietary rights in products.
-We also have a policy of seeking U.S. patents on technology considered of particular strategic importance. The
earliest expiration date of any of our patents'is March 2, 2010. Our other patents have later expiration dates.and
relate to various technologies, including technology relating to the Fusion system and pin electronics. Although
we believe that the copyrights, trademarks and patents we own are of value, we believe that they will not
determine our success, which depends principally upon our engineering apphcatlons manufacturmg, marketmg_
and service skills. However we intend to protect our rights when in our view, these rights are infringed upon.

*.
l L

The use of patents to protect hardware and software has 1ncreased in the test equipment industiy. We have at
times been notified of claims that-we may be infringing patents issued to others. Although there are,no pending
actions against us regarding any patents, no assurance can be given that infringement claims by third-parties will
not negatively impact our business and results of operations. As to any claims asserted against us, we may. seek
or be required to obtain a license under the third party’s intellectual property rights. There can be no assurance,
however, that a license will be available under reasonable terms or at all. In addition, we could decide to engage
in litigation to.challenge such claims or a third party.could engage in litigation to enforce such claims, Such
litigation could be expensive and time consuming and could negatively |mpact our business and results of
operanons T “ R Gk

Employees
At July 31, 2006, we émployed 418 employees and 20 temporary workers. None of our employees are
represented by a labor union, and we have experienced no work stoppages. Many of our employees are highly

skilled, and we believe our future success will depend in large part on our ability to attract and retain these
employees. We consider relations with our employees to be good.
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Environmental Affairs

Our manufacturing facilities are subject to numerous laws and regulations designed to protect the
environment. We do not antwtpate that compliance with these laws and regulations will have a material effect on
our capital expenditures, earnings or competitive position.

Item 2: Propertles

All of our facilities are leased. We have achieved worldwide ISO 9001:2000 ceruﬁcat:on at our, fac1lmes
We maintain our headquarters in Norwood, Massachusetts, where corporate administration, sales and customer
support, rescarch and development are located in a 56,380 square foot facility under a lease, which expires in
2016. We also maintain an additional facility in a 71,000 square foot building in San Jose, California. Our lease
of this facility expires in 2007. We also lease sales and customer support offices at various locations.in the
United States totaling approximately 21,000 square feet. We have a total of five leased properties in the United
States, four in Asia and six in Europe. L

N -
. .

As part of the acquisition of StepTech, Inc., we assumed leases on manufacturing and development facilities
totalinig. 18,000 square feet in Hopkinton, Massachusetts, One facility of 6,000 square feet expired in March
2004, one facility expired in October 2005, leaving a total of 6,000 square feet remaining, which expires in
January 2008, under the assumed StepTech leases. The entire 6,000 square feet is vacant as of July 31, 2006.

Our former European headquarters is located in Woking, United Kingdom, which is vacant as of July 31,
2006, and our Asian headquarters is located in Singapore. We also maintain sales and support offices at other
locations in Furope and in Asia. Office space leased in Asia and Europe totals approximately 81,000 square-feet.

. , :

o !

We believe that our existing facilities are adequate to meet our current and foreseeable future réquirements.

Item 3. Legal Proceedings _
We have no material pending legal proceedings.

Item 4 Submission of Matters to a Vote of Security Holders

There were no matters submitted to a vote of stockholders during the fourth quarter of fiscal 2006.




PART II PR N T

Item 5. Market for Reglstrant’s Common Equity, Related Stock Holder Matters and Issuer Purchases
of Equity Securities

A i, . 1

Our common stock is quoted on the Nasdaq National Market under the symbol “LTXX”. The following
table shows the high and low closing sale prices per share of our common stock, as reportcd on the Nasdaq
National Market, for the periods indicated:

1
Period oo

Fiscal Year Ended July 31, 2006
First Quarter ..... e .
Second Quarter . .. SR ; ‘
Third Quarter .. ............ R AN e A e i
Fourth Quarter : '
Fiscal Year Ended July 31, 2005
: $4.99
.8.09 © 547 .
L . - SIS 16.66 353
" Fourth Quarter .......... e R SN A1 AL C6.01 381 .

We have never declared or paid any dividends on our common stock. We currently -intend to retain future
eamnings to.fund the development and growth of cur business and, therefore, we do not anticipate paying any !
cash dividends in the foreseeable future. In addition, our credit agreement with a bank contains certain covenants
that prohibit us from paying cash dividends.

' . . L] . . o (8

As of September 15, 2006, we had approximately 895 stockholders of record of our common stock.

I
P
-

Compensation Plans

The following table shows information relating to the Company’s compcnsanon plans as of July 31 2006:

Equity Compensation Plan Inforinationi

Number of securities . Number of securities remaining
to be issued upon Weighted average  * available for future issuance
exercise of exercise price of under equity compensation
outstanding options, outstanding options,  plans (excluding securities in
Plan Category warrants and rights  warrants and rights first column)
Equity compensation plans approved by
securityholders .................... 9,294,184 $9.19 4,500,612*
Equity compensation plans not approved by
security holders . ................... 0 0 1]
Total ... ... .l 9,294,184 9.19 4,500,612*

* Includes 639,773 shares available for issuance under an employee stock purchase plan which is intended to
qualify as such under Section 423 of the Internal Revenue Code.

This table excludes an aggregate of 45,451 shares issuable upon exercise of outstanding options assumed by

the Company in connection with the StepTech acquisition. The weighted average exercise price of the excluded
options is $0.9960.
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Item 6. Selected Financial Data - = - ' : . ) ‘

The following table contains our selected consolidated financial data and is qualified by the more detailed
consolidated financial statements and notes thereto included elsewhere in this report. The selected consolidated
financial data for and as of the end of each of the five fiscal years in the period ended Ju]y 31, 2006 are denved

from our audited consolidated financial statements. N ‘
Fiscal Years ended July 31, )
2006 2005 2004 2003 - 2002
Consolidated Statement of Operatmns Data: o . : :
NetSales ........... R P v, $216,503  § 134,531 $255,801 $ 119 449 $ 121,273
CostofSales ................. e 109,975 90,806 154,672 97,368 96,006
Inventory related provision (@) ................. 221 47,457 — 48,483 - 42,200
Engineering and product development expenses . .. 53,807 66,302 67,655 66,088 71,102
Selling, general and administrative expenses . .. ... 31,135 29,366 28,037 27,321 28,337
In-process research and development ........... T — — — "16,100 -
Reorganization costs {(a) . ....... e 6,282 31,726 — 6,696 —
Income (loss) from operations .. ............... 15,083  (131,126) 5437 (142,607) (116,372)
Other (expense) income . ..................... (2,842) (1,600) (3,476). -(2,461) -+ 215
Provision (benefit) for income taxes ...... e —_ — = p— 33,723
Net income (loss) .. .... e 12,241 -{132,726) 1,961 .(145,068) (149,880)
Net income (loss) per share - - v E ! :
Basic.............. ..., PP A s 020 $ (217)$ 004 § (292) § (3:.08)
Diluted .. ....... ... ... ..., $ 020 % @1MmS% 003 § (292) $ (3.08)
Weighted average common shares used in ' ' < "
computing net income (Ioss) per shares: ot i '
BasiC .... ... i e e e 61,684 61,144 55927 49,614~ 48,693
Diluted ..........co0iiiirienrieeann 62,207 61,144 58,057 49,614 48,693
Consolidated Balance Sheet Data: .
Working capital ........: S S $143,287 $ 182,957 *$292,906 $ 155,905 '$ 285,418
Property and equipment, net _................. 37,633 . 47,135 71,329 73,443 76,171
TOtAl ASSELS . .o oo v vt v ie e 327,690 316,392 459,564 324,806 463,989
Total debt ...... ST e R . 147,691 148,293 150,321 © 170,785 168,222
Stockholders’ equity . . .. ... R 117,639 99,900 . 234,254 99,088 225,533
Other Information (unaudited): : , o .
CUITENE TRLO . - . o et e e tneneeeneaennn 213 - 3.78 .4.89 3.06 427
ASSBLIUIMOVET .ottt i it e s ie e ie et innnns 0.66 . 043 056 . 037 0.26
Debt as a percentage of total capltallzatmn e , 56.0% . 60.0% 39.1% 63. 3% +42.7%
Additions to property and equipment (net) . .... - 6,743 11,616 17,496 17 506 26,460
Depreciation and amortization ... ... e 14,403 18,494 18,699 16,8Q§. . 17,025

(a) See Note 10to fhe COnsdlidated Financial Statements.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations - - . -

The following discussion should be read together with the Consolidated Financial Statements and Notes
thereto appearing elsewhere in this annual report on Form 10-K. This report contains forward-looking statements
that involve risks and uncertainties. Actual results may differ materially from: those indicated in such forward-
looking statements. See “Business Risks". e o

Ovemew

We design, manufacture, market and service semlconductor test solutions worldwide to leading companies’
in the semiconductor industry. Qur Fusion semiconductor test equipment can test a broad range of analog, digital,
mixed signal (a combination of analog and digital) and system-on-a-chip, or SOC, sémiconductor devices, allon .
a single test platform. et -

LTX focuses its marketing and sales on integrated device manufacturers (IDMs), subcontractors, which
perform manufacturing services for the semiconductor industry, foundries, which provide wafer manufacturing
capability, and fabless companies, which design integrated circuits but have no manufacturing capability.,

Ixidustry Conditions and Outlook . - - SR Ceow
- We sell capital eqmpmcnt and services to companies that design, manufacture, assemble or test
‘semiconductor devices. The semiconductor.industry is highly cyclical, causing in turn a cyclical impact on our -
financial results. As a capital equipment provider, our revenue is driven by the capital expenditure budgets and -
.spending patterns of our customers, who often delay or accelerate purchases in reaction to variations in their
business. The level of capital expenditures by these semiconductor companies depends on the current and, ;
anticipated market demand for semiconductor devices and the products that incorporate them. Therefore, demand
for our semiconductor test equipment is dependent on growth in the senuconductor industry. In partxcular three
pnmary characieristics of the semiconductor industry drive the demand for semiconductor test equipment:

* increase$ in'unit production of semiconductor devices; o

T »
Yo PR A

*+ increases in the complexity of sermconductor devices used in electronic products and

y o the emerge_nce of next generanon device technologies, such as SOC.

The sermconductor industry is hlghly cychcal causing in turn a cyclical impact on our financial results, ‘Our
operatmg results were negatively impacted by a severe industry-wide slowdown i in the semiconductor industry, ’
which began to affect the semiconductor test industry in fiscal 2001 and continucd through our fiscal year ended
July 31, 2003. However the industry entered a period of growth during our fiscal year ended July 31, 2004 ahd
the Company’s quarterly revenues increased sequentla]ly each quarter durmg fiscal year 2004. The period of
growth was short and we expenenced a sharp decline in orders in the first quarter of fiscal year 2005, which
continued into our second quarter of fiscal year 2005. The Company experienced improved order levels
begmmng in our third quarter of fiscal year 2005 and continuing until our third quarter of fiscal year 2006. -
Incoming orders decreased significantly in our fourth quarter of fiscal year 2006 as compared to our third quarter
of fiscal year 2006. It is unclear whether we are entering into another sustained penod of decline and if so, how -
severe the slowdown would be.
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The following graph shows the cyclicality in semiconductor test equipment orders and shipments from fiscal
1997 through fiscal 2006 (usmg the three momh moving average) as calculated by SEM]I, an industry trade
organization:.: . - e - Y :

T ST . T ST e B . . :
- SOC & Logic (non-Memory) Test Equipment - - . y

CeL . 3 Month Moving Average . . . : .
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Consistent with our businéss strategy, we have continued to invest significant amounts in engineering and
product development to develop and enhance our Fusion platform during industry slowdowns. In fiscal 2006,
engineering and product development expense was $53.8 million, or 24.9% of net sales, as compared 0 $66.3
million, or 49.3% of net sales, in fiscal 2005. Our engineering and development expense decreased scqucntlally
on a quarterly basis during fiscal 2006 as next generation Fusion product development projects weré completed.
Engineering and development expense for the first quarter of fiscal 2006 was $15.2 million compared to $12.4
million in our fourth quarter of fiscal 2006, We believe that our competitive advantage in the semiconductor test
industry is primarily driven by the ability of our Fusion platform to meet or exceed the technical specifications .
required for the testing of advanced semiconductor devices in a cost-efficient manner. Our current investment in
engineering and product development is focused-on enhancements to and additions to our product offerings with
new options and instruments designed for specific market segments. We believe this will continue to differentiate
the Fusion platform from the product offerings of our competitors. \

- In addition, over the past several years, we have increasingly transitioned the manufacture of certain -
components and subassemblies to contract manufacturers, thereby reducing our fixed manufacturing costs
associated with direct labor and overhead. In fiscal 2002, we completed the transition of our final aéscmbly,
system integration and testing operations for Fusion HF to Jabil Circuit. In fiscal 2004, we completed the
transition of our Fusion HFi, CX and DX manufacturing to Jabil Circuit. In fiscal 2005, we added Fusion EX,
and in fiscal 2006, we added Fusion MX. This has further reduced our fixed manufacturing costs. We believe that
transforming product manufacturing costs into variable costs will in the future allow us to improve our
performance during cyclical downturns while preserving our historic gross margins during cyclical upturns.
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- During fiscal years 2005 and 2006, we took several additional cost reduction measures to further mitigate
the adverse effect of cyclical downturns on our profitability. Qur total worldwide headcount was reduced from .
635 employees and 55 temporary workers at the end of fiscal 2004 to 418 employees and 20 temporary workers
at the end of fiscal 2006. In addition, we continued to maintain other cost reduction measures, such as the strict
oversight and reduction in discreticnary travel and other variable overhead expenses. We believe that these
reductions in operating costs have reduced our costs while preserving our ability to fund critical product research
and development efforts and continue to provide our customers with the levels of responsiveness and service they
requ:re .

We are also exposed to the risks associated with the volatility of the U.S. and global economies. The lack of
visibility regarding whether or when there will be sustained growth periods for the sale of electronic goods and
information technology equipment, and uncertainty regarding the amount of sales, underscores the need for
caution in predicting growth in the semiconductor test equipment industry in general and in our revenues and
profits specifically. Slow or negative growth in the domestic economy may continue to materially and adversely
affect our business, financial condition and results of operations for the foreseeable future. The Company’s
results of operations would be further adversely affected if we were to experience lower than anticipated order -
levels, cancellations of orders in backlog, extended customer delivery requirements or pricing pressure as a result
of a slowdown. At lower levels of revenue, there is a higher likelihood that these types of changes in our
customers’ requirements would adversely affect our results of operations because in any particular quarter a
limited number of transactions accounts for an even greater portion of sales for the quarter.

Critical Accounting Policies and the Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make éstimates and assumptions that affect the reported amount of assets, liabilities, revenues
and expenses, and related disclosure of contingent assets and liabilities. We based these estimates and
assumptions on historical experience, and evaluate them on an on-going basis to ensure they remain reasonable
under current conditions. Actual results could differ from those estimates. We believe that our most critical
accounting policies upon which our financial condition depends on and which involve the most complex and
subjective decisions or assessments are as follows: revenue recognition, invenatory reserve, income taxes,
warranty, goodwill and other intangibles, in process research and development lmpamnent of long-lived assets

and allowances for doubtful accounts. . ' R .

Revenue Recagnmon

'I'he Company’s revenue recogmllon policy is described in Note 2, Summary of Slgmﬁcant Accounting
Policies, contained in the Notes to Consolidated Financial Staternents included in this report, The Company
recognizes revenue when persuasive evidence of an arrangement exists, delivery has occurred or services have
been rendered, the seller’s price is fixed or determinable and collectibility is reasonably assured. In the future, if
acceptance provisions significantly change, the timing of the revenue recognition could be affected.

Inventory Reserve

We sell capital equipment to companies that design, manufacture, assemble, and test semiconductor devices.
We are exposed to a number of economic and industry factors that could result in portions of our inventory
becoming either obsolete or in excess of anticipated usage. These factors include, but are not limited to, changes
in our customers’ capital expenditures, technological changes in our markets, our ability to meet changing -
customer requirements, competitive pressures in products and prices, and the availability of key components
from our suppliers. Our policy is to establish inventory reserves when conditions exist that Suggest our inventory
may be in excess of anticipated demand or is obsolete based upon our assumptions about future demand for our
products or market conditions, We regularly evaluate the ability to realize the value of our inventory based on a
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combination of factors including the following: historical usage rates, forecasted sales or usage, estimated -
product end of life dates, estimated current and future market values and new product introductions. Purchasing
and alternative usage options are also explored to mitigate 1nventory exposure. When recorded, our reserves are
intenided to reduce the carrying value of our inventory to its net realizable value. Pursuant to SAB Topic 5-BB,
inventory reserves estabhs:h a new cost basis for inventory. Such reserves are not reversed until the related
inventory is sold or otherwise dlsposed For the twelve months ended July 31, 2006, we recorded $2.5 million of
sales of previously reserved items. There was $2.1 million of sales of previously reserved items recorded for the
twelve months ended July 31, 2005 and there were no sales of previously reserved items in fiscal 2004, The net
incremental gross margin and net income for these transactions of $1 1 million for July 31, 2006 and'$1.4 million
for July 31, 2005 did not have a significant impact on operating margins and the results. As of July 31, 2006, our
inventory of $29.8 million is stated net of inventory reserves of $46.5 million and consists of next generation
Fusion products and engineering materials. Of the $29.8 million inventory balance at July 31, 2006, $7.4 million
consists of “last time buy” custom components for Fusion HFi and $15.9 million consists of materials and
components to support current requu'ements for Fusion HFi and X-Sertes, $5.1 million consists of evaluation
inventory at customers and $1.4 million consists of inventory held in’deferred revenue pending product
acceptance. If actual demand for our products deteriorates or markct conditions are less favorable than those that
we project, addmonal mventory reserves may be requlred S_ee Notes 2 and 10 to the Company’s Consohdatcd
Fmanc1al Statements '

Income Taxes - : oo - \

In accordance with Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes”,
(“SFAS No. 109") the Company recognizes deferred income taxes based on the expected future tax
consequences of differences between the financial statement basis and the tax bases of assets and liabilities,
calculated using enacted tax rates for the year in which the differences are expected to be reflected in the tax
return. Valuation allowances are estabhshed when necessary to reduce deferred taxes to the amount expccted to
be rea]mcd :

The Company has deferred tax assets resultmg from tax credit carryforwards, net operatmg losses and other
deductible temporary differences, which will reduce taxable income in future’ perlods SFAS No. 109 requires
that a valuation allowance be established when it is “more hkely than not” that allora portion of deferred tax
assets will not be realized. A review of all available positive and neganve evidence needs to be consxdered
including a company’s performance the market environment in which the Company operatcs lcngth of
carryback and carryforward periods, existing sales backlog and future sales projections. Where there are
cumulative losses in recent years, SFAS No. 109 creates a strong presumption that a valuation allowance is
needed. This presumption can be overcome in very limited circumstances. As a result of our cumulative loss
position in recent years and the increased uncertainty relative to the timing of profitability in future periods, we
continue to maintain a valuation allowance for our entire net deferred tax assets. The valuation allowance for
deferred tax assets decreased from $240.6 million at July 31, 2005, to $224.2 millicn at July 31, 2006. We expect
to record a full valuation allowance on future tax benefits until we can sustain an appropriate level of
profitability. Until such time, we would not expect to recognize any significant tax benefits in our future results
of operations. We will continue to monitor the recoverability of our deferred tax asset on a periodic basis. See
Note 5 to the Company’s Consolidated Financial Statements.

Warranty

The Company provides standard warranty coverage on its systems, providing labor and parts necessary to
repair the systems during the warranty period. The Company accounts for the estimated warranty cost as a charge
to cost of sales when the revenue is recognized. The estimated warranty cost is based on historical product
performance and field expenses. The Company uses actual service hours, and parts expense per system, and
applies the actual labor and overhead rates to estimate the warranty charge. The actual product pesformance and/
or field expense profiles may differ, and in those cases the Company adjusts warranty accruals accordingly.
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" Goodwill and Other Intangibles - - : : E T

The Company has adopted the provisions of SFAS No. 142, “Goodwill and Other Intangiblel Assets”, which
requrres that goodwill and intangible assets with indefinite useful lives no longer be amortized. Intangible assets
with a definite useful life are amortized over their estimated useful life. Assets recorded in these categories are
tested for i impairment at least annually or when a change in circumstances may result in future impairment.
Intangible assets are recorded at historical cost. Intangible assets acquired in an acquisition, mcludmg research
and development, are recorded using the purchase method of accounting. Assets acquired in an acqursmon are
recorded at their estimated fair values at the date of acqu1smon If the carrying value of the asset is in excess of
the present value of the expected future cash flows, the carrying value is wntten down to fair value in the period
identified. . .

4

Impairment of Long-Lived Assets

On an ongoing basis, we review the value and period of amortization or depreciation of lorig-lived assets.
Included in long-lived assets is machinery, equipment, spare parts used for service, office furniture, office
equipment and leasehold improvements. During the review, we reevaluate the 51gn1ﬁeant assumptions used in
determining the original cost of long-lived assets. Although the assumptions may vary from transaction to _
transaction, they generally include revenue growth, operating results, cash flows and other indicators of value.
We then determine whether there has been a permanent impairment of the value of long-lived assets based upon
events or circumstances that have occurred since acquisition. The extent of the impairment amount recognized is
based upon a determination of the fair value of the impaired asset. L

i

Allowance for Doubtful Accounts

A majority of our trade receivables are derived from sales to large multinational semiconductor
manufacturers throughout the world. In order to monitor potential credit losses, we perform ongoing credit .
evaluations of our customers’ financial condition. An allowance for doubtful accounts is maintained for potential
credit losses based upon assessment of the expected collectibility of all accounts receivable. The allowance for
doubtful accounts is reviewed periodically to assess the adequacy of the allowances. In any circumstances in
which we are aware of a customer’s inability to meet its financial obligations, we take a certain percentage of the
accounts receivable balance as an a]lowance, which is based on the age of the receivables, the circumstances
surrounding the customer's financial situation and our historical experience. If circumstances change, and the
financial condition of our customers were adversely affected resulting in their mablhty to meet their financial
obligations to us, we may need to record additional allowances.

r
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Results of Operations Ce : 4o ; ©o .
~ The followmg table sets forth for the periods mdlcated the principal items mcluded in the Consolidated
Statements of Operations data ' o,
B Year Ended July 31/
. 2006 2005 2004
. ‘ ) to ' _ ' (in thousands, except per share data)

Netsales ..... P B e L. $216,503 $134,531 $255,801
Costofsales ........................ ......................... 1Q9,975 90,806 154,672
Inventory related provision ... .. ... .. PP L e o221 47457 —
GROSS PIOFIL (IOSS) .+« -+ o e eeeeee et enae e et et e e e 106307  (3,732) 101,129
Engineering and product development expenses ....:......... ... ..... - 53,807 66,302 67,655
Selling, general and administrative expenses .. .. ... e 31,135 29,366 28,037
Reorganizationcosts.. 12! ......... ... oL e - 6,282 - 31,726 —
Income (loss) from operatlons ............... e e 15,083 (131 126) 5,437
Interest €Xpense . .. ...... ... e AU DR, .. " (8,956) 6,832) ' (6,626)
Investment i income ...... L B | 14 5,232 3,150
Net income (10SS) - ... bwneuneenee.. B S TL$ 12241 $(l32726) $ 1961
Net income (loss) per share : ‘ : . _

Basic .............. et e e e "% 020 § (2 17) $ -0.04

Diluted ... .......... P e e * 8- 020 § (21?) $ '0.03

The following table sets forth for the periods indicated the pnncnpal items"included in the Consoltdated
Statements of Operatlons as percentages of total net sales. '

'
N i

t . Percentage of Net Sales

] \ o Year Ended July 31,
. o ; i _ . 2006 2005 2004
NEESAIES ..ol e e oottt et e e 100. 0% 1000%  100.0%
" Costofsales ....... e P P e 50.8 615 - 60.5
Inventory related provision ............ . weesa o 04 353, - — -
Gross profit (1oss) :........ S Ll SRR L4 - (28 T 395
Engineering and product development expenses .......... PR SR 249 © 493 264
Selling, general and administrative expenses .. .................. cee. 143 218 ¢ 110
Réorganizationcosts .............. PRI e © 29 236 - —
Income (loss) from operations .............. ..ol 7.0, (97.5) ' ) 2l
INtErest EXPENSE . . v\ v v v v e aceae e anens R 4.1 G.1) . (25
Investment iNCOME . .. ... oiuu ittt taantiinar e nnersnns 28 39 1.2

Net income (108S) .. /e e et e e e e A 57% - (98.71)% 0.8%

Fiscal 2006 Compared to Flscal 2005

Net Sales. Net sales consist of semiconductor test equlpmem related hardware and software support and
maintenance services, net of returns and allowarices. Net sales were $216.5 million in fiscal 2006 and $134.5
million in fiscal 2005. The increase in net sales year over year.is primarily a result of a continued upward trend in
incoming orders for semiconductor test equipment which began in the Company’s third quarter of fiscal 2005
and has continued to favorably impact net sales into our fourth quarter, as well as the increased demand for our
next generation Fusion products. Driving this demand is business in the following end markets: Communications
S0C, DSP, RF Wireless; Automotive, Power, and Mixed Signal/Converter. ' ’
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Sales to our ten largest customers accounted for 82.1% and 77.2% of revenues for the twelve months ended
July 31, 2006 and July 31, 2003, respectively. Reduced sales from any one of our largest customers could have a
significant effect on ouf sales. Sales from X-Series products (CX, DX, EX, MX) totaled $89.2 million or 49% of
product revenue in fiscal year 2006, and $33.6 million, or 32.6% of product revenue in fiscal year 2005. See Note
8 to the Company’s Consolidated Financial Statements.

Service revenue; consisting of sales of replacement and spare parts and labor charges, totaled $33.2 million,
or.15.3% of net sales, in fiscal 2006 and $31.5 miltion, or 23.4% of net sales, in fiscal 2005. The increase in
service revenue is directly attributable to customer adjustments to their level of service needed to support their
equipment utilization run rates: Geographically, sales to customers outside the United States were $127.6 million,
or !58.9% of net sales, in ﬁ§cal 2006 and $93.3 million, or 69.3% of net sales, in fiscal 2005.

* Cost of Sales. Cost of sales consists of material, outsourced manufacturing costs, labor, depreciation and
associated overhead. Cost of sales increased by $19.2 million to $110.0 million in fiscal 2006 from $90.8 million
in fiscal 2005. As a percentage of net sales, cost of sales was 50.8% of net sales in fiscal 2006 as compared to
67.5% of net sales in fiscal 2005. Cost of sales as a percentage of net sales decreased 16.7% year over yearin
fiscal 2006. The improvement in cost of sales as a percentage of net sales when comparing fiscal 2006 to fiscal
2005, is due to a more favorable product mix of higher end configurations within the HFi series, a larger
percentage of our newer X- Series products which carry higher profit margins and the impact of our cost
reduction actions to lower fixed overhead expenses initiated during fiscal 2005. ‘

Inventory Related Provision. The Company reviews excess and obsolete invcnto‘ry when conditions exist
that suggest our inventory may be in excess of anticipated demand or is obsolete based upon our assumptions
about future demand for our products or market conditions. We also evaluate our excess and obsolete inventory
on a quarterly basis identifying and addressing significant events that might have an impact on inventories and
related reserves. The major variables impacting inventory usage are the demand for current products, overall .,
industry conditions, key sales initiatives and the impact that our new product introductions have on current
product demand. In the first quarter of fiscal 2005, our major customers reduced their forecasts for capital
equipment purchases, which resulted in a sudden and substantial drop in revenues and orders for the Company.
As a result of the shorter than expected upturn in business conditions in fiscal 2004, and the completion of the
Company’s transition to its second generation Fusion, we deemed it appropriate to make an adjustment to our
inventory and recorded a $47.5 million excess and obsolete inventory provision, Of the $47.5 million reserve,
approximately 90% was related to first generation Fusion and consisted of raw materials, work-in-process and
finished goods. The remaining 10% was related to excess second generation Fusion products and was made to
more accurately reflect the Company’s assessment of current product demand. There were no significant
inventory provisions recorded in fiscal 2006. For the twelve months ended july 31, 2006, we recorded $2.5
million in sales of previously reserved items, compared to $2.1 miltion in fiscal 2005 which represents the gross
cash received from the customer. The net incremental gross margin and net income for these transactions of $1.1
million for July 31, 2006 and $1.4 million for July 31, 2005 did not have a significant impact on opcratmg
margins and Lhe results.

Engineering and Product Development Expenses. Engineering and product development expenses were
$53.8 million, or 24.9% of net sales, in fiscal 2006 as compared to $66.3 million, or 49.3% of net sales, in fiscal
2005. The $12.5 million decrease in engineering and product development expenses in 2006 from 2005 was a
result of completion of next generation Fusion product development projects which enabled us to initiate
workforce reductions in fiscal year 2006 and 2005. These saving were partially offset by a $1.0 million increase
due to stock-based compensation expense in fiscal 2006, compared to no stock-based compensation expense in
fiscal 2005. Additionally, we have been able to leverage and re-use X-Series engineering development across a -
broader range of applications than in the past'with our Fusion HF and HFi products. This has resulted in more -

cfﬁcwnt use of engineering resources and Iower costs.
E Y

Sellmg, General and Administrative Expenses. Selling, general and administrative expenses were $31.1
million, or 14.3% of net sales, in fiscal 2006 as compared to $29.4 million, or 21.8% of net sales, in fiscal 2005.
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The increase in selling, general and administrative expenses was primarily dueto a $2.7 million accrual for..
employee profit sharing and $3.5 million of stock-based compensation expense in fiscal 2006, compared o no
stock-based compensation expense in fiscal 2005, which was partially offset by savmgs from our workforee -
reductions made in fiscal 2005 and 2006. . e

\ . ]
I . [ IR S ’ ls

) Reorganimtion Costs. For the quarter ended July 31, 2006, the Company recorded a reorganization charge:
of approximately $0.2 million, relating primarily to the relocation of the Company’s corporate headquarters. 3
‘ U H ! : H.

For the quarter ended January 31, 2006, the Company recorded a reorganization charge of approximately
$1.9 million, of which $0.6 million consisted of severance and employee benefit costs relatmg to Europe
workforce reductions, $1.2 million for future lease obligations and $0.3 million of plant closure éxpenses and ~
legal costs related to the closure of the Company’s facilities in the United Kingdom. These expenses were
partially offset by a $0:2 million reversal of a previously recorded liability for the remaining lease payments of
the Company’s Westwood, Massachusetts facility. In connection with the relocation of its corporate headquarters
to Norwood, Massachusetts the Company signed an agreement during the quarter ended January 31, 2006 which
reduced the future liability previously recorded in fiscal 2005. Approximately $1.1 million of cash payments -
relating to the $1.9 million reorganization charge were made during the fiscal year ending July 31, 2006, The. -
remaining $0.8 million will be paid out over fiscal years 2007, 2008 and 2009. The Company expect§ to realize .
$0.8 million in annualized savings from the European facility related actions beginning in the quarter ended 1.
‘July 31, 2006. In addition, we continued to maintain other cost reduction measures, such as the strict oversight -,
and reduction in discretionary travel and other variable overhead expenses. We.believe that these-reductions in.
operating costs have reduced our costs while preserving our ability to fund critical product research and
development efforts and continue to provnde our customcrs with the levels of responsiveness and serv1ce they
requlrc :

On October 25,2005, LTX Corporatnon took actions to reduce its operating cxpcnses mcludmg reducmg its
worldw1de workforce by approximately 15%, eliminating 77 positions.-Of the 77 positions, 74% were from .
engineering, 14% from administration, 7% from manufacturing and 5% were from sales and marketing. The
Company took these actions based on a continuing review of its business plans and operations. The Company , , .
expects to realize annual savings in operating expenses of approximately $8.0 million as a result of these actions.
For the quarter ended QOctober 31, 2005, the Company recorded a reorganization charge relating to workforce
reductions and the separation agreement with its Chief Executive Officer of $4.2 million, of which $2.3 million
consisted of severance costs relating to a worldwide workforce reduction, which was paid during theé fiscal year
ending July 31, 2006, and a $1.9 million charge relating to the separation of the Company’s Chief Executive -
Officer. The separation agreement with the Company’s Chief Executive Officer has a $1.2 millioncash . .«
component, and a non-cash component of $0.7. million of expense related to the acceleration of stock options. For
more information, please refer to the Company’s current reports on Form 8-K filed on October 27, 2005 and
November 4, 2005. :

- Interest Expense. Interest expense for fiscal year 2006 was $9.0 million as compared to $6.8 million for
fiscal year 2005, and consists primarily of interest expense for the balance of the 4.25% Convertible oo
Subordinated Notes and interest expense of 8.25% (the lender’s variable prime rate) as of July 31, 2006 on the
$60.0 million long-term loan with a commercial lender which closed on June 3, 2005. The proceeds of the $60.0
million term loan were used to repurchase in the fourth quarter of fiscal 2005, $61.7 million of the 4.25%
Convertible Subordinated Notes. The increase in expense is a result of replacing.the $61.7 million of debt-at .
4.25% with the $60.0 million of bank debt at prime rate which was 8.25% as-of July 31, 2006, and a higher
interest rate associated with the extended maturity on the Company s $27.2 million Convertible Subordinated
Notes due August 2007. . . . . : - i '

B | .
Investment Income. Investment income was $6.1 million for fiscal 2006 as compared to $5.2 million for
fiscal 2005. The increase in investment income is due to rising interest rates and an increase in cash in fiscal
2006 as compared to fiscal 2005. :
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Income Tax. No provision was recorded in 2006 due to the utilization of net operatingloss carryforwards to
offset taxable income. Due to our cumulative loss position, management conéluded that it was appropriate to -
continue o maintain a full valuation allowance for the Company’s net operating loss and other carryforwards, ~ -
and net deferred tax assets. The Company recorded no income tax benefit for fiscal year 2005 due to the'increase *
in the valuation allowance to fully reserve net operating loss and other carryforwards, and net deferred tax assets.
The Company will continue to record-a 100% valuation allowance until it is more likely than not'we will utilize
the net operating loss and other carryforwards, and deferred-tax asset, The gross deferred tax asset is valued at -
$224.2 million as of July 31, 2006 with a 100% valuation allowance.

T . ’ aos T

Fiscal 2005 Compared to Fiscal 2004

Net Sales. Net sales consist of semlconductor test equipment and related hardware and software support and
maintenance services, net of returns and allowances; Net sales were $134.5 million in fiscal’2005 and $255.8-
million in fiscal 2004. The decrease in net sales year over year is primarily a result of sluggish démand for
semiconductors resulting in reduced demand for semiconductor test equipment. In the first quarter-of fiscal 2005,
our major customers reduced their forecasts for capital equipment purchases, which resultéd in a sudden and " <> :
substantial drop in revenues and orders for the Company, which continued into our second quarter of fiscal 2005..
The Company experienced a modest increase in orders in its-third quarter, followed by a slight increase in orders
in the fourth fiscal quarter. As a result of increasing orders, our revenue increased 52% in the fourth quarter from
the previous quarter: The impact to the Company of any industry slowdown is exacerbated by the fact that the -
semiconductor industry is highly concentrated, and a small number of device manufacturers and contract
assemblers account for a substantial portion of the purchases of semiconductor test:equipment, including the .
Company’s equipment. Sales to our ten argest customers accounted for 77.2% and 87.5% of revenues for the .-
twelve months ended July 31, 2005 and July 31, 2004, respectively. Reduced sales from any one of our largest «
customers could have a significant effect on our sales. Sales from X-Series products (CX, DX, EX, MX) totaled
$33.6million or 32.6% of product revenue in fiscal year 2005, and $48.8 million or 22.4% of product revenué in
fiscal year 2004. Service revenue; consisting of sales of replacement and spare parts and labor charges, totaled
$31.5 million, or 23.4% of net sales, in fiscal 2005 and $38:5 million, or 15.0% of net sales, in fiscal 2004. The -
decrease in service revenue is directly attributable to customer adjustments to their level of service needed to: =
support their equipment utilization run rates. Geographically, sales to customers outside the United States were:
$93 3 million, or 69.3% of net sales, in fiscaI 2005 and $168.9 mllhon or 66. 0% of net sales in ﬁsca] 2004,

Cost of Sales, Cost of sales consists of material, outsourced manufactunng costs, labor, deprecnanon and -~
associated overhead. Cost of sales decreased by $63.9 million to $90.8 million in fiscal 2005 from $154.7 million
in fiscal 2004. As a percentage of net sales, cost of sales was 67.5% of net sales in fiscal 2005 as compared to- .
60.5% of net sales in fiscal 2004. Cost of sales as a percentage of net sales increased 7.0% year over year in
fiscal 2005 primarily as a result decreased sales volume, as the fixed cost components of our cost of sales did not
decrease on a prorata basis with our decrease in net sales. - -

Inventory Related Provision. In the first quarter of fiscal 2005, our major customers reduced their forecasts for
capital equipment purchases, which resulted in a sudden and substantial drop in revenues and orders for the -
Company. These conditions continued into our second quarter of fiscal 2005. As a result of the shorter than
expected upturn in business conditions and the completion of the Company's transition to its second generation -
Fusion, we deemed it appropriate to make an adjustment to our inventory valuation and recorded a $47.5 million
excess and obsolete inventory provision, primarily related to our Fusion HF product line, in the quarter ended  + - -
October 31, 2004. Inventory reserves establish a new cost basis for inventory and such reserves are not reversed '
until the related inventory is sold or otherwise disposed. For the twelve months ended July 31, 2005, we recorded
$1.4 million of gain from sales of previously reserved items. This gain was recorded in the quarters ended
January 31, 2005 and July 31, 2005 in the amounts of $0.5 million and $0.9 million, respectively. There were no
sales of previously reserved items in fiscal 2004 and 2003.- As of July 31, 2005, our-inventory of $41.2 million is
stated net of inventory reserves of $39.6 million and consists of second generation Fusion products and engineering
materials, Of the $26.1 million comprising the raw materials inventory, $4.1 million consists of “last time buy”
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custom components for Fusion HFi and $22.0 million consists of raw materials for Fusion HFi and CX! which the
Company believes wilt be consumed over the next 24 months. If actual demand for our products deteriorates or
market conditions are less favorable than those that we project, additional inventory reserves may be required. :

Engineering and Product Development Expenses. Engineering and product development expenses were
$66.3 million, or 49.3% of net sales, in fiscal 2005 as compared to $67.7. million, or 26.4% of net sales, in fiscal
2004. The $1.4 million decrease in engineering and product development expenses in 2005 from 2004 was a
result of our annual cost savings of $4.9 million due to the workforce reductions, offset by wage increases of $1.7
million implemented on August 1, 2004, increased engineering development expense of $1.1-million to support
next generation Fusion products and additional depreciation expense of $0.7 million. Our engineering and
development expense decreased sequentially on a quarterly basis during fiscal 2005 as second- generation Fusion
product development projects were completed. For the first quarter of fiscal 2005, our engineering and : -
development expense was'$17.7 million compared to $14.3 million in our fourth quarter. The decrease in .
quarterly expenditure was a result of completion of next generation Fusion product development pro;ects for .
Fusion HFi, CX and EX. I IR ' B L Lo s

Selling, General and Administrative Expenses. Selling, general and administrative expenses were $29.4
million, or 21.8% of net sales, in fiscal 2005 as compared to $28.0 million, or 11.0% of net sales, in fiscal 2004.
The increase in selling, general and administrative expenses was primarily the result of a wage increase |
implemented on August 1, 2004, Sarbanes-Oxley Section 404 consulting expenses, and legal expenses incurred -
as a result of an anonymous “whistleblower” allegation relating to the Company’s third quarter financial results.
Offsetting this increase were two reversals of accruals in fiscal 2005 relating to legal issues of $0.7 million and a
favorable settlement of a liability associated with the settlement of a software license audit of $0.6 mllhon that
was recorded as part of the acquisition of StepTech Inc. Addmonally, a$l.7 mlillon gain was included in
selling, general and administrative expenses as a result of the repurchase by the Company of $61.7 million of
outstanding principal of the 4.25% Convertible Subordinated Notes for a purchase price of $60.0 million.
Partially offsetting this gain was an amomzauon expense of $0 4 million relating to the repurchase of the notes.

Our cost reduction acuons in fiscal 2005 have lowered our quarterly selling, genera] and administrative
expenses Sellmg, generat and administrative expenses averaged $6.7 million per quarter 'for the last two quanerst
of fiscal 2005 as compared to $8.0 million per quaner in the'first half of fiscal 2005

’ Reargamzauon Costs The Company recorded a reorganization charge in the quaner ended October 31
2004 ‘of $3.1 million, of which $1.5 million consisted of severance costs relating to a worldwide workforce
reduction and $1.6 million related to consolidation of the Company’s facilities in the United ngdom The $1.6
million reorganization charge related to the consolidation of the Company’s facilities in the United Kingdom
consisted of future lease obligations net of any rental income. As previously disclosed in.a current report on
Form 8-K filed on September 20, 2004, the workforce reduction undertaken during the quarter climinated 74
positions, or apptoximately 11% of the Company’s worldw1de workforce. As a result'of these actions, the
Company will realize an annual savings in'operating expenses of approximately $8.0 million, which has been :
offset by approx1mately $2.0 million as a result of the removal of the salary and wage freeze imposed since 2001. '
The net effect of the cost 'reduction actions and the removal of the salary and wage freeze is an annual savings of "
approximately $6.0 million in operating expenses. During the twelve months of fiscal year 2005, the Company’s
cash expenditires related to the charges were approximately $2.1 million. At July 31, 2005, the remaining
reserve was approximately $1.0 million and relates to the consoliddtion of the Company’s facilities in the United
Kingdom. There are no remaining severance costs from this workforce reduction to be paid during fiscal year
2006. Cash payments for the United Kingdom lease will be approximately $0.6 million in fiscal 2006. - '

- During the quarter ended April 30, 2005, the Company recorded a reorganization charge of $28:6 million as a
result of a significant corporate-wide restructuring undertaken to more effectively align the Company’s resources
with our current business strategy. Of the $28.6 million, approximately $4.0 million related to headcount reduction
and approximately $24.6'million related to fixed asset impairment and facilities consolidation.. v
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The $4.0 million charge was taken as a result of a worldwide workforce reduction of approximately 25% on
February 15; 2005, which eliminated 153 positions. On February 18, 2005, the Company filed a Form 8-K
describing these actions. The workforce reduction resulted in cash'expenditures, consisting principally of
severance and employee benefit payments, of $3.3 million during the Company's 20035 fiscal year and the
Company paid out approximately $0.7 million, the remaining reserve at July 31,2005, during the first half of the
2006 fiscal year. The Company expects to realize an annual savings in operating expense of approx1mately $13.0
million as a result of this reduction. -

The $24.6 million reorganization charge relating to fixed asset impairment and facilities consolidation was
undertaken as a result of an asset impairment review. This review was triggered by.the workforce reduction and
business unit reorganization. Of the $24.6 million impairment charge, $18.1 million was related to fixed asset
equipment, $4.6 million related to future lease obligations on equipment that will no longer be used and $1.9
million related to facilities consolidation. The equipment, which has or will be disposed of over the next three to
six months, consists primarily of older technology having little or no resale value..The Company expects to-
realize an annual savings of $8.5 million to depreciation expense and $1.9 million to operating expense as a -
result of this reorganization. ‘

r st

Interest Expense. Interest expense for fiscal year 2005 was $6.8 million as‘compared to $6.6 million for '
fiscal year 2004, and consists primarily of interest expense for the balance of the 4.25% Convertible
Subordinated Notes and interest expense of 6.25% (the lender’s variable pnme rate) as of July 31, 2005 on the
$60.0 million long-term loan with a commercial lender. : ;

Investment Income. Investment income was $5.2 million for fiscal 2005 as cdmpared' to $3.2 million for
fiscal 2004. The increase in investment income is due to rising interest rates in fiscal 2005 as compared to fiscal
2004, partially offset by a lower average cash balance during the year.

]

Income Tax. The Company recorded no income tax benefit for fiscal year 2005 due to the increase in the
valuation allowance to fully reserve net operating loss and other carryforwards, and net deferred tax assets. No
provision was recorded in 2004 due to the utilization of net operating loss carryforwards to offset taxable income.
Due to our cumnulative loss position, management concluded that it was appropriate to continue to maintain a full
valuation allowance for the Company’s net operating loss and other carryforwards, and net deferred tax assets.
The Company will continue to record a 100% valuation allowance until it is more likely.than not we will utilize
the net operating loss and other carryforwards, and deferred tax asset. The gross deferred tax asset is valued at
$240.6 mllllon as of July 31, 2005 with a 100% valuation allowance.

[ TN t

qumdlty and Capital Resources

At July 31 2006, we had $194.2 million in. cash and cash equivalents and marketable securities and workmg
capital of $143.3 million as compared to $177.5 million in cash and cash equivalents and marketable securities
and working capital of $183.0 million at July 31, 2005. The increase in the cash and cash equivalents was due to
a net cash increase in operating activities of $22.4 million less cash used for capital expenditures of $6.7 million
to support next generation Fusion products and related options. The total increase in cash and cash equivalents ,,
and marketable securities:for the year was $16.7 million. The decrease in working capital from $183.0 million as
of July 31, 2005 to $143.3 million as of July 31, 2006 was primarily due to the long term liability for the
Convertible Subordinated Notes moving to short term classification in fiscal 2006, partially offset by the increase
in cash and cash equivalents and marketable securities. . .

Accounts receivable from trade customers, net of allowances, was $38.7 million at July 31, 2006, as
compared to $19.8 million at July 31, 2005. The principal reasons for the $18.9 million increase in accounts -
receivable are increased sales revenue.-Sales for the quarter ended July 31, 2006 were $67.4 million as compared -
to $38.9 million for the quarter ended July 31, 2005. The allowance for sales returns and doubtful accounts .
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decreased to $1.4 million, or 3.5% of gross trade accounts receivable, at July 31, 2006 from $1.9 million, or 8.8%
of gross trade accounts receivable, at July 31, 2005. There were approxnmately $.5 million of prevnously reserved
accounts receivable written off in fisca] 2006. :

- - A - ‘f
Accounts receivable from other sources decreased $2.2 million to $3.3 million at July 31, 2006, as
compared to $5.5 million at July 31, 2005. The decrease was attributed to the decrease in the sale of component
inventory at cost to our outsource suppliers. The Company sells raw materials and component inventory at cost to
contract manufacturers. The Company does not recognize revenue from these sales. Terms of sale are typically
net 30 days, with no recourse provisions to the buyer. Although the majority of the Company’s raw materials and
components are procured by our outsource suppliers (principally Jabil Circuit), we continue to carry on our
balance sheet certain custom components and inventory that are in excess of our 90 day production requirements.
These components are sold to ouf outsource partners at cost when needed for current production.
1 “ R
Net inventory decreased by $11.4'million to $29.8 million at July 31, 2006 as compared to $41.2 million at
July 31, 2005. The decrease was primarily the result of increased sales volumes, lower carrying cost X-Series
products and further enhancements-to our outsourcmg model -

Capital expenditures totaled $6.7 million in fiscal 2006 as compared.to $11.6 millicn in fiscal 2005. Capital
spending in fiscal 2006 was 3.1% of sales revenue compared to 8.6% in fiscal 2005. Capital expenditures include
the purchase of additional capital equipment to support increased applications development and spare parts.and
equipment to support Fusion HFi, and X-Series testers. Capital expenditures decreased in fiscal 2006 as.
compared to fiscal 2005 primarily as a result of our completion of several major Fusion development projects in
fiscal 2005 and lower dollar investment to support the X-Series products. The X-Series manufacturing cost is
lower than Fusion HF and HFi, which significantly reduces the capital investment in spare parts and equlpment
needed to support our X-Series products. . - ot : ~ :

. 1

For fiscal years 2006 and 2005, we had no new capital lease financing transactions. In December 2005, we
signed a new 10 year lease with a landlord for 56,380 square feet of space in Norweod, Massachusetts. The
building was made available in July 2006 at which time we moved 100% of the Westwood, Massachusetts
facility to the new facility in Norwood, Massachusetts. The agreement included a termination of all previous
obligations under the Westwood, Massachusetts lease. The Company expects to realize approxlmately $2.0
million of annual savmgs from this move of our corporate headquarters.

On June 3, 2005, the Company closed a $60.0 million term loan with a commercial lender. The loan has a
five year term. Interest is at thé lender’s variable prime rate and is payable monthly. The loan is secured by all
assets of the Company located in the United States. As of July 31, 2006, the outstanding principal of the term
loan is $59.4 million. The balance of the principal is payable as follows: (i) two monthly installments of $0.6
million payable August 1, 2006 then nine monthly installments of $0.6 million through May 1, 2007; (ii) twelve
monthly installments of $1.2 million, commencing on June 1, 2007 and ending on May 1, 2008, (iii) twelve
monthly installments of $1.5 million, commencing on June 1, 2008 and ending on May 1, 2009, and (iv) twelve
monthly installments of $1.7. million, commencing on June 1, 2009 and ending on May 1, 2010. The Company
has a covenant in its loan agreement that requires it to maintain minimum cash and cash equivalents and
marketable securities balances with the lender of no less than the aggregate of the outstanding term loan plus
$30.0 million. However, in the event the Company’s cash and cash equivalents and marketable securities are less
than this amount, the impact to the Company is the imposition of additional bank fees. The additional fees would
not have a material lmpact on Lhe Company’s ﬁnancna.l posmon or results of operauons :

The Company has a second credit facnhty with another lender fora revo]vmg credit line of $5.0 million.
This facility is secured by cash and marketable securities. This line of credit secures obligations of operating
leases and existing stand-by letters of credit. The line is fully utilized as of July 31, 2006 securing our obligations.
under certain lease agreements and letters of credit, with no additional borrowing availability. The facility
expires on August 1, 2007.
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In Janvary 2004, the Company filed a shelf registration statement on Form S-3 to register up to $250.0
million of common stock, debt securities and warrants. On February 19, 2004, an offering was closed pursuant to
a registration statement relating to the sale of 8,050,000 shares of common stock at $16.50 per share. The
offering included 1,050,000 shares sold as a result of the exercise, in full, by the underwriters of their option to
purchase additional shares of common stock. Gross proceeds from the stock offering totaled approximately
$132.8 million. Proceeds to LTX, net of $6.3 million in underwriters’ commissions and discounts and other
" expenses, totaled approximately $126.5 million.

In August 2001, we received net proceeds of $145.2 million from a private placement of 4.25% Convertible
Subordinated Notes due August, 2006. Interest on the 4.25% Convertible Subordinated Notes is payable on
February 15 and August 15 of each year, commencing February 15, 2002. The notes are convertible into shares
of our common stock at any time prior to the close of business on August 15, 2006, unless previously redeemed,
at a conversion price of $29.04 per share, subject to certain adjustments. The notes are unsecured and
subordinated in right of payment in full to all existing and future senior indebtedness of the Company. Expénses
associated with the offering of approximately $4.8 million are being amortized using the straight-line method of
depreciation, which approximates the effective interest method, over the term of the notes. During the fourth
fiscal quarter of 2005, the Company repurchased $61.7 million of the outstanding principal balance of the notes
for a purchase price of $60.0 million. On November 14, 2005, the Company exchanged $27.2 million in
aggregate principal amount of the notes plus all accrued and unpaid interest on the outstanding notes for an equal
principal amount of newly issued 4.25% Convertible Senior Notes (the “New Notes™) due August 2007. Please
refer to the Company’s current report on Form 8-K filed on November 14, 2005 for further details. As of July 31,
2006, the outstanding principal balance of the 4.25% Convertible Subordinated Notes was $61.1 million. On
August 8, 2006, the Company utilized existing short term cash to pay the outstanding balance of the $61.1
million 4.25% Convertible Subordinated Notes. In addition, $27.2 million of New Notes are due in August 2007.
The Company intends to pay the remaining $27.2 million outstanding principal of New Notes in August 2007
with cash from operations.

The Company has a defined beneﬁt pension plan for its operatlon in the Umted Kingdom. The plan was
constituted in October 1981 to provide defined benefit pension and lump sum benefits, payable on retirement, for
employees of LTX{Europe) Limited, (“UK"). The plan has 71 participants of which 3 remain-as active employee
members and 68 are non-active former employees but for whom benefits are préserved. The plan has been closed
to all new members since December 31, 2000. During fiscal 1998 LTX initiated a significant worldwide
headcount reduction. This restructuring involved the termination of 28 of the then 71 UK pension plan
participants. Additionally, the Company announced the intent to divest its iPTest business in'the UK in August
1998. The Company subsequently sold its iPTest subsidiary in the UK in fiscal 2000. These actions resulted in
the termination of 19 of the then 43 active UK pension plan participants. The Company determined that these
acttons met the requirements of paragraph 6 of SFAS No. 88, Employers’ Accounting for Settlements and.
Curtailments of Defined Benefit Pension Plans and Termination Benefits in fiscal 1998 and resulted in a
curtailment of this plan at that date. The plan was under-funded as of July 31, 2006 by $4.6 million. The
Company has recorded this liability as other long-term liabilities of $4.3 million and accrued short-term
liabilities of $0.3 million on the consolidated balance sheet as of July 31, 2006.-Additionally, the Company has
recorded a $0.7 million unrecognized transition obligation asset, a $0.4 million accumulated other comprehensive
loss in stockholders’ equity and an adjustment to opening accumulated deficit of $2.9 million. The adjustment to.
opening accumulated deficit resulted from the correction of an error related to the 1998 and 2000 curtailments of
this plan. The Company intends to make contributions over a 10 year period in order to reach fully funded status.
The Company does not anticipate significant pension expense going forward from July 31, 2006. Factors that
could impact the amount of expense recorded inctude but are not limited to: 1) the rate of return on the assets
invested or 2) the discount rate used to determine the net present value of the future liabilities. The expected rate
of return on assets is 6.0% and the discount rate is 5.1%. Cash payments are projected to be approxnmately $0.3
million in fiscal 2007 and actual cash payments were $0.2 million in fiscal 2006.
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“The Company operates in a highly cyclical industry and we may experience, with relatively short notice,
significant fluctuations in demand for our products. This could result in a material effect on our liquidity
position. To mitigate the risk, we have completed a substantial and lengthy process of converting our
manufacturing process to an outsource model. As such, we believe we can react to a downturt or a significant

. upturn much faster than in the past. We believe that our balances of cash and cash equivalents, cash flows
expected to be generated by future operating activities, our access to ¢apital markets for.competitively priced
instruments and funds available under our credit facilities will be sufficient to meet our cash requirements over
the next twelve to twenty-four months, which.includes the payment or restructurmg of the: outstandmg pnnc:pa]
of the notes discussed in the preceding paragraph. . - - . : e . .

The following summarizes LTX’s contractual obligations; 1ncludmg interest, net of sub lease revenues, at
July 31, 2006 and the effect such obhgattons are expected to have on ltS hqutdtty and cash flow in the future

'

periods: . o . BRI .

"Total 2007 zt)os-zooé . 20102011 Thereafter
Financial Obligations , . o L : .
‘Convertible Subordinated Notes . . ..........:.. $ 92,562 .$63,471 $29091- $ — : § —
TermLoan ............ ... .. cciiiiiunn.n. 70,882 13,989 39,250 17,643 —
Operating Leases .......... e e 16,847 - 6,400 . 4,044 1,931 4,472
LT Liabilities, Pensions .. ... . e, . 4600 + 264. 7 528 - . 528 3,280
Total Financial Obligations ............... ... $184,891 $84,124 $72913 - $20,102  §7,752

The following table contains the major cash requircme‘d'ts as of July 31, 2006: -~ :

o ‘ R R 2007 Estimate 2006 Actual

“Interest Payments . .......... Lo IR - $ 7,393 $ 8,835
Principal Payments® :........ SRR TR P AR 70,067 . 602
Capital Expenditures ........ .n....... B P 5,400 ' 6,743
Operating Leases payments ... ....... .. L 6,400 10,251
Other ............ SO S CLLh L 5400 3,100
Total Major Cash Requirements . ... .. USRI . $94,660 $29,531

A .o , . ¢

Recent Ac¢counting Pronouncements

Effective August 1, 2005, the Company ddopted Statement of Financial Accounting Standard No. 123
(revised 2004), “Share Based Payment” (SFAS No. 123R). Under SFAS No. 123R, the Company is required to
recognize, as expense, the estimated fair value of all share-based payments to.employees. In accordance with this
standard, the Company has elected to recognize the compensatton cost of all service based awards on a straight-
line basis over the vesting penod of the award. Perfonnance based awards are recognized ratably for each vesting
tranche. For the year ended July 31, 2006, the Company recorded expense of approximately $5.0 million in
connection with its share-based payment awards. As of July 31, 2006, there is approximately $5.3 million of
vnrecognized compensation e¢xpense related to share-based payments to employees that will be recogmzed over
the next 16 quarters. The adoption of SFAS No. 123R had no effect on the consohdated statement of cash flows
for the twelve months ended July 31, 2006.

[ : s - ' :
. b v P . v . . . t

The Company adopted SFAS No. 123R under the modlﬁed prospecnve method. Under this method the
Company recognized compensation cost for all share based payments to employees based on the grant date
estimate of fair value for those awards, beginning on August 1, 2005 Opuons granted prior to August 1, 2005
were valued using a binomial Black- Scholes model at the date of grant Opttons granted subsequent to the
adoption of SFAS No. 123R were vaJued using a mnonna] lattice model.

. L
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.The Company. chose a trinomial lattice model upon adoption of SFAS No. 123R versus the binomial Black-
Scholes method used for the periods prior to the adoptions of SFAS No. 123R for the following reasons: 1) the
trinomtal lattice supports a changing volatility assumiption with little computation complexity and 2) the
trinomial lattice accounts fér changing employee behavior as the stock price changes, as behavior is solely
represented-by a time component. The use of a lattice. model captures the observed pattern of increasing rates of -
exercise as the stock price increases. The Black-Scholes model does not contain the interaction among economic
and behavioral assumptions. The volatility assumption used in our trinomial lattice model uses a term structure of
expected volatilities reflecting a 1-t0-10 year average volatility based on historical stock prices. Qur volatility
assumption is redeveloped quarterly and calculated using the stock price history ending on the last day of the
prior quarter. The forfeiture assumpuon is based on our hlstoncal employee behavmr over the last 15 years
which is largely dnven by stock price increase.

For penods prior t0 Lhe adopuon of SFAS No. 123R, the Company had elecled to follow Accountmg
Principles Board Opinion No. 25 “Accounting for Stock Issued to Employees,” ({APB 25) and related
interpretations in accounting for its employee stock option and stock purchase plans. No stock-based employee
compensation is reflected in net income (loss), as all options granted under those plans had an exercise pnce
equal to the market value of the underlymg common stock on the date of grant. . :

In November 2004, the_FASB lssued SFAS No. 151, “Inventory Costs, an amendment of ARB No. 43,
Chapter 4” (“SFAS No. 151”"). SFAS No. 151 modifies the accounting for abnormal inventory costs, and the
manner in which companies allocate fixed overhead expenses to inventory. SFAS No. 151 is effective for.
inventory costs incurred durmg annual periods begmmng after June 15, 2005. The adoption of SFAS No. 151 did
not have a material impact on the Company’s financial position and results of operations.

In May 2005, the FASB issued Statement of Financial Accounting Standard No. 154, Accounting Changes
and Error Corrections (“SFAS No. 154”). SFAS No. 154 permits early adoption for corrections of errors made
-in fiscal years beginning after the date the Statement was issued. The Company evaluated the impact to prior
" periods related to 1998 and 2000 Pension Plan curtailments and concluded that it was not appropriate to
recognize the cumulative $2.9 million of errors through the current period statement of operations as they
primarily relate to periods prior to those included in our fiscal 2006 Consolidated Financial Statements. As a
result, the C.ompany'recorded this entry as an adjustment to accumulated deficit. : :

In June 2006, the FASB issued FASB Interpretation No. 48 (FIN No. 48), “Accounting for Uncertainty in
Income Taxes—an Interpretation of FASB Statement No. 109”, which clarifies the accounting for uncertainty in
income taxes recognized in accordance with SFAS No. 109, Accounting for Income Taxes. FIN No. 48 clarifies
the application of SFAS No. 109 by defining criteria that an individual tax position must meet for any part of the
benefit of that position to be recognized in the finaricial statements. Additionally, FIN No. 48 provides guidance
on the measurement, de-recognition, classification and disclosure of tax positions along with the accounting for .
the related interest and penalties. The provisions of FIN.No. 48 are effective for the fiscal years beginning after
December 15, 2006, with the cumulative effect of the change in accounung prmmplc recorded as an adjustmem
to opening retained eamnings. We will be required to adopt FIN No. 48 for our fiscal year beginning August 1,
2007 We are in the process of determmmg the 1mpact of FIN No. 48 on our Consolldated Financial Statements.

'

In October 2006, the FASB issued Statement of Fmancnal Accounting Standard No. 158, Employers’ .
Accounting for Defined Benefit Pension and Other Postretirement Plans, (SFAS No. 158), an amendment of
FASB Statements No. 87, 88, 106 and 132(R). SFAS No. 158 represents the completion of the first phase in the
FASB’s postrenremcnt benefits accounting project and requires an entity to recognize in its statement of
financial position an asset for a defined benefit postretirement plan’s overfunded status or a liability for a plan’s
underfunded status, measure a defined benefit postretirement. plan’s assets and obligations that determine its
funded status as of the end of the employer’s fiscal year, and recognize changes in the funded status of a defined
benefit postretirement plan in comprehensive income in the 'year in which the changes occur. The requirement to
recognize the funded status of a defined benefit postretirement plan and the disclosure requirements are effective
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for fiseal years ending after December 15, 2006. The Company will adopt this requirement beginning August 1,
2006. The requirement to measure plan assets and benefit obligations as of the date of the employer’s fiscal
year-end statement of financial position is effective for fiscal vears ending after December 15, 2008. The
Company will adopt this requirement for our fiscal year beginning August 1, 2007. We are in the process of
determining the impact of SFAS No. 158 on the Company’s Consolidated Financial Statements.

.or

.

BUSINESS RISKS

* This report mcludes or mcorporates forward-looking statements that involve substantial risks and
uncertainties and fall within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchangc Act of 1934; You can identify these forward-looking stateménts by our use of the words
“believes,” “anticipates,” “plans,” “expects,” “may,” “will,” “would,” “intends.” “estimates,” and similar '~
expressions, whether in the negative or affirmative. We cannot guarantee that we actually will achieve these
plans, intentions or expectations. Actual results or events could differ materially from the plans, intentions and
expectations disclosed in the forward-looking statements we make. We have included important factors in the
cautionary statements, particularly under the heading “Business Risks,” that we believe could cause our actual
results to differ materially from the forward-looking statements that we make. We do not assume any obligation

to update any forwa:d-looking statement we make.

9,46, LI

Our sole market is the htghly cychcal semiconductor mdush'y, whtch causes a cyclical impact on our .,
Sfinancial results. : '

We sell capital equipment to companies that design, manufacture, assemble, and test semiconductor devices.
The semiconductor industry is highly cyclical, causing in tumn a cyclical impact on our filancial results. In fiscal
2006, the industry entered a growth period that was reflected in our improving operating results during the year.
However, our incoming orders in the fourth quarter-decreased from the third quarter’s levels. It is uncertain at
this time whether we are entering into a downward trend in new orders as we enter our fiscal 2007, Any failure to
expand in cycle upturns to meet customer dernand and delivery requirements or contract in cycle downturns at a
pace consistent with cycles in the industry could have an adverse effect on our business.

Any significant downturn in the markets for our customers’ semiconductor devices or in general economic
conditions would likely result in a reduction'in demand for our products and would hurt our business. Downturns
in the semiconductor test equipment industry have been characterized by diminished product demand, excess
production capacity, accelerated erosion of selling prices and excessive inventory levels. We believe the markets
for newer generations of devices, including system-on-a-chip (“SOC”), will also experience similar
characteristics. Our market is also characterized by rapid technological change and changes in customer demand.
In the past, we have experienced delays in commitments, delays in collecting accounts receivable and significant
declines in demand for our products during these downturns, and we cannot be certain that we will be able to
maintain or exceed our current level of sales.

R - . r
+ v

Any significant downturn in the markets for our customers’ scmxconductor dewces or in general economic
conditions would likely result in a reduction in demand for our products and would hurt our business. From the
third quarter of fiscal 2001 through the end of the first quarter of fiscal 2004, our revenue and operating results
were negatively impacted by a sudden and severe downturn in the semiconductor industry. Downturns in the
semiconductor test equipment industry have been characterized by diminished product demand, excess
production capacity, accelerated erosion of selling prices and excessive inventory levels. We believe the markets
for newer generations of devices, including system-on-a-chip (*SQC”), will also experience similar
characteristics. Our market is also charactérized by rapid technological change and changes in-customer demand.
In the past, we have experienced delays in commitments, delays in collecting accounts receivable and significant
declines in demand for our preducts during these downtums and we cannot be certam that we will be able to -
maintain or exceed our current level of sales.
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Additionally, as a capital equipment provider, our revenue is driven by the capital expenditure budgets and
spending patterns of our customers who often delay or accelerate purchases in reaction to variations in their
businesses. Because a high proportion of our costs are fixed, we are limited in our ability to reduce expenses and
inventory purchases quickly in response to decreases in orders and revenues. In a contraction, we may not be able
to reduce our significant fixed costs, such as continued investment in research and development and capital
equipment requirements and materials purchases from our suppliers.

-

The market for semiconductor test equipment is highly concentrated, and we have l:mued opparrunmes to
sell our products.

[

The senuconductor 1ndustry is highly concentrated, and a small number of semiconductor devnce
manufacturers and contract assemblers account for a substantial portion of the purchases of qemlconductor test
equipment generally, including our test equipment. Sales to Texas Instruments accounted for 56% of our net
sales in fiscal 2006 and 47% of our net sales in fiscal 2005. Sales to our ten largest customers accounted for
82.1% of revenues in fiscal year 2006 and 77.2% in fiscal year 2005. Our customers may cancel orders with few
or no penalties. If a major customer reduces orders for any reason, our revenues, operating results, and financial
condition wiil be affected.

Our ability to increase our sales will depend in part upon our ability to obtain orders from new customers.
Semiconductor manufacturers select a particular vendor’s test system for testing the manufacturer’s new
generations of devices and make substantial investments to develop related test program software and interfaces.
Once a manufacturer has selected one test system vendor for a generation of devices, that manufacturer is more
likely to purchase test systems from that vendor for that generation of devices, and, possibly, subsequent
generations of devices as well. Therefore, the opportunities to obtain orders from new customers may be limited.

N

Our sales and operating results have fluctuated significantly from perwa' to period, mcludmg from one
quarter to another, and they may continue to do so. - - . L

Our quarterly and annual operating results are affected by a wide variety of factors that could adversely
affect sales or profitability or lead to significant variability in our operating resuits or our stock price. This may
be caused by a combination of factors, including the following:

v

* sales of a limited number of test systems account for a substantial portion of our net sales in any
particular fiscal quarter, and a small number of transactions could therefore have a significant impact;

» order cancellations by customers;
* lower gross margins in any particular period due to changés in:

» our product mix,

» the configurations of test systems sold,

* the customers to whom we sell these systems, or

s volume. R
* along sales cycle, due to‘ ihe high selling price of our test systems, the significant investment made by

our customers, and the time required to incorporate our systems into our customers’ des:gn or
manufacturing process; and

* changes in the timing of product orders due to:
* unexpected delays in the introduction of products by our customers,
» shorter than expected lifecycles of our customers’ semiconductor devices,
*  uncertain market acceptance of products developed by our customers, or

¢ our own research and development,
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We cannot predict the impact of these and other factors on our sales and operating results in any future
period. Results of operations in any period, therefore, should not be considered indicative of the results to be .
expected for any future period. Because of this difficulty in predicting future performance, our operating results
may fall below expectations of securities analysts or investors in some future quarter or quarters. Our failure to
meet these expectations would likely adversely affect the market price of our common stock. 4

. .
'

A substantial amount of the shipments of our test systems for a particular quarter occur late in the quarter.
Our shipment pattern exposes us to significant risks in the event of problems during the complex process of final
integration, test and acceptance prior to shipment. If we were to experience problems of this type late in our
qu_arter, shipments could be delayed and our operating results could fall below cxpectations. ' -

E v 13
We depend on Jabd Circuit to produce aud test our famdy af Fusion products and any fadures or other
problems at or with Jabil could cause us to lose customers and revenues. g

* We have selected Jabil Circuit, Inc. to manufacture our Fusion test systems, If for any reason Jabll cannot
provide us with these producls and services in a timely fashion, or at all, whether due to labor shortage slow
down or stoppage, deteriorating financial or business conditions or any other reason, we would not be able to sell
or ship our Fusion family of products to our customers. All of the products Jabil tests and assembles for us are
assembled in one facility in Massachusetts. If this facility were to become unable to meet our production
requirements, transitioning assembly to an alternative Jabil facnhty could result it production delays of several
weeks or more. We have no written supply agreement with Jabil. We also imay be unable to engage alternative
production and testing services on a timely basis or upon terms favorable to us, if at all. This relatlopshlp with
Jabil may not result in a reduction of our fixed expenses. : |

We also may be unable to engage alternative production and testing services on a timely basis or upon terms'
favorable to us, if at all. If we are required for any reason to seek a new manufacturer of our test systems, an
alternate manufacturer may not be available and, in any event, transitioning to a new manufacturer would require
a significant lead time of six months or more and would involve substantial expense and disruption of our
business. Our test systems are highly sophisticated and complex capital equipment, with many custom '
components, and require specific technical know-how and expertise. These factors could make it more difficult
for us to find a new manufacturer of our test systems if our relationship-with Jabil is terminated for any reason,
which would cause us to lose revenues and customers. . - R

Our dependence on subcontractors and sole source supphers may prevent us from delwenng an acceptable
product on a timely basis. . L v

We rely on subcontractors to manufacture Fusion and many of the components and subassembhes for our*

- products, and we rely on sole source suppliers for certain components. We may be required to quallfy new or
additional subcontractors and suppliers due'to capacity constraints, competitive or quality concerns or other risks
that may arise, including a result of a change in control of, or deterioration in the financial condition of, a
supplier or subcontractor. The process of qualifying subcontractors and suppliers is a lengthy process. Our
reliance on subcontractors gives us less control over the manufacturing process and exposes us to significant
risks, especially inadequate capacity, late delivery, substandard quality, and high costs. In addition, the
manufacture of certain of these components and subassemblies is an ext:remely complex process. If a supplier
became unable to provide parts in the volumes needed or at an acceptable price, we would have to identify and
qualify acceptable replacements from altematwe sources of supply, or manufacture such components mtemally
The failure to qualify acceptable rcplacements quickly would delay the manufacturing & delivery of our
products which could cause us to lose revenues and customers.

]

" We are dependent on a semiconductor device manufacturer, Maxtek Componenis as a sole source supplier
of components manufactured in accordance with our proprietary design and specifications. We have no written
supply agreement with this sole source supplier and purchase.our custom components through md1v1dual
purchase orders.
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Future acquisitions may be dtfﬁcult to mtegrate drsrupt our busmess, dilute. stoekho!der value or dwert
management attemwn ‘ ' o y AT

We have in the past and may m the future, seek to acquire or invest in additional Complementary
businesses, products, technologies or engineers. For example in June 2003, we comipleted our acqursltron of
StepTech, Inc. We may have to issue debt or equity securities to pay for future acquisitions, which'could be’
dilutive to then current stockholders, We have also incurred and may continue to incur certain liabilities or other
expenses in connection with acquisitions, which could contmue to matenally adversely affect our busmess
financial condmon and results of operanons

‘. . PR |

Mergers and acquisitions of high-technology companies are inherently risky, and no assufance can be éiverl'
that future acquisitions will be successful and will not materially adversely affect our business, operating results
or financial condition. Our past and future acquisitions may mvolve many risks, 1ncludmg -

! B 1

»  difficulties in managing our growth foliowmg acquisrtrons'

s _dlfﬁcultres in the integration of the acqurred personnel operatrons, technologrcs, products and systems
of the acqmred compames ‘

Sy ' . L

* uncertainties concerning the mtellectual property rights we: purport to acqurre

* unanticipated costs or liabilities assoc1ated with the acqulsmons b

. ‘drversron of managements’ attent;lon from other busmess concems o, ,

» adverse effects on our existing business relationships with our or our acqulred compames customers T

+ potential difficulties in completing projects associated with purchased i in process research and
. development; and . | _ -

« inability to retain employees of ac mred companies.- - . o R
P Y q p

+

Any of the events described in the foregoing paragraphs could have an adverse effect on our busmess, T
financial condition and results of operations and could cause the price of our common.stock to decline. -

[l .
b i

We may not be able to deliver custom hardware options and soﬁware apphcatwns to sattsﬁ specrﬁc s
customer needs in a fimely manner. . '

We must develop and deliver customized hardware and software to meet our customers’ specific test
requirements. Our test equipment may fail to meet our customers” technical or cost requirements and may be
replaced by competitive equipment or an alternative technology solution. Qur inability to provide a test system .
that meets requested performance criteria when-required by a device manufacturer would severely damage our
reputation with that customer. This loss of reputation may make it substantially more difficult for us to sell test.,,
systems to that manufacturer for a number of years. We have, in the past, experienced delays in _'introducing some
of our products and enhancements. ' ‘

, ) . H
Our dependence on mtemattona[ sales and non-U.S. suppliers involves srgmﬁcant risk.
Internatlonal sales have constltuted a srgmﬁcant pomon of our revenues in recent years and we expect that
this composmon will continue. Internatronal sales accounted for 59% of our revenues for fiscal year 2006 and
69% of our revenues for fiscal year 2005. In addition, we rely on non-U.S. suppliers for several components of
the equipment we sell. As a result, a major part of our revenues and the abrllty to manufacture our products are '
subject to the risks associated with intérnational commerce. A reduction in revenues or a disruption or mcrcase in_
the cost of our manufacturing materials could hurt our operating results. These international relationships make
us particularly sensitive to changes in the countries from which we derive sales and obtain supplies. International

sales and our relationships with suppllers may be hurt by many factors mcludmg . »

* changes in law or policy resulting in burdensome government controls; tariffs, restrictions, embargoes K
or export license requirements; ‘ ;
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+ political and economic instability in our target international markets; ‘ Pt
+  longer payment cycles common in foreign markets; P

« difficulties of staffing and managing our international operations;

[T P, 1

+ less favorable foreign intellectual property laws making it harder to protect our tei;hnology frofri S
appropriation by competitors; and . ‘ _ . _ '
» difficulties collecting our accounts receivable because of the distance and different legal ules.- - '

In the past, we have incurred expenses to meet new regulatory requirements in Europe, experienced periodic -
difficulties in obtaining timely payment from non-U.S. customers, and been affected by economic conditions in -
several Asian countries. Our foreign sales are typically invoiced and collected in U.S. dollars. A strengthening in
the dollar relative to the currencies of those countries where we do business would increase the prices of our
products as stated in those currencies and could hurt our sales in those countries. Significant fluctuations in the
exchange rates between the U.S. dollar and foreign currencies could cause us to lower our prices and thus reduce
our, profitability. These fluctuations could also cause prospective customers to push out or delay orders because .
of the increased relative cost of our products. In the past, there have been significant fluctuations in the exchange
rates between the dollar and the currencies of countries in which we do business. While we have not entered into
significant foreign currency hedging arrangements, we may do so in the future. If we do enter into foreign - .
currency hedging arrangements, they may not be effective. .- y S s .

Our market is highly competitive, and we have limited resources to compete. . . ¥ . '

The test equipment industry is highly competitive in all areas of the. world. Many other domestic and foreign
companies participate in the markets for each of our products, and the industry is highly compctitii‘rg. Our
competitors in the market for semiconductor test equipment include Advantest, Credence Systems, Eagle Test
Systems, Teradyne and Verigy. Certain of these major competitors have substantially. greater ﬁnanci:a] resources
and more extensive engineering, manufacturing, marketing, an_d customer support capabilities. Lo

We expect our competitors to enhance their current products and to introduce new productswit:h comparable
or better price and performance. The introduction of competing products could hurt sales of our current and
future products. In addition, new comipetitors, including semiconductor rpanufacturers themselves, may dffer»new'
testing technologies, which may in turn reduce the value of our product lines. Increased competition could lead 10’
intensified price-based competition, which would huurt our businéss and results of operations. Unless we are able
to invest significant financial resources in developing products and maintaining customer support centers
worldwide, we may not be able to compete effectively. ' i

Development of our products requires significant lead-time, dnd we may fail to correctly anticipate the
technical needs of our custemers. AR : T ¢ .

Our customers make decisions regarding purchases of our test equipment while their devices are still in ¢
development. Our test systems-are used by our customers to develop, test and manufacture their new dévices. We -
therefore must anticipate industry trends and develop products in advance of the commercialization of our ’
customers’ devices, requiring us to make significant capital investments to develop new test equipment for our.
customers well before their devices are introduced. If our customers fail to introduce their devices in a timely
manner or the market does not accept their devices, we may not recover our capital investment through sales in
significant volume. In addition, even if we are able to successfully develop enhancements or new generations of
our products, these enhancements or new generations of products may not generate revenue in excess of the costs
of development, and they may be quickly rendered obsolete by changing customer preferences orthe . .
introduction of products embodying new technologies or features by our competitors. Furthermore, if we were to .
make announcements of product delays, or if our competitors were to make announcements of new test systems, ;
these announcements could cause our customers to"defer or forego purchases of our existing test systems,:which -
would also hurt our business. o ' T

‘
|
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Our success depends on attracting and retaining key personnel.

Our success will depend substantially upon the continued service of our executive officers and key
personnel, none of whom are bound by an employment or non-competition agreement. Our success will depend
on our ability to attract and retain highly quallﬁed managers and technical, engineering, marketing, sales and
support personnel. Competition for such spec1allzed personnel is intense, and it may become riore difficult for us
to hire or retain them. Our volatile business cycles only aggravate this problem. Our layoffs in any industry
downturn could make it more difficult for us to hire or retain qualified personnel. Our business, financial
condition and results of operations could be materially adversely affected by the loss of any of our key
employees, by the failure of any key employee to perform in his or her current positions, or by our mabll:ty to
attract and retain skilled employees. - . + L . . '

I

We may not be able to protect our mtellectuai property rights.

. Our success depends in part on our ability to obtain intellectual property rights and licenses and to preserve
other intellectual property rights covering our products and development and testing tools: To that end, we have:
obtained certain domestic patents and may continue to seek patents on our inventions when appropriate. We have
also obtained certain trademark registrations. To date, we have not sought patent protection in any countries other
than the United States, which may impair our ability to protect our intellectual property in foreign jurisdictions.
The process of seeking intellectual property protection can be time -consuming and expensive. We cannot ensure
that:

patents will issue from currently pending or future applications;

our exrstmg patents or any new patents will be sufficient i m scope or strength io provrde meaningful
protectlon or any commercial advantage to us;

foreign intellectual property laws will protect our intellectual property rights; or

others will not independently develop similar products, duplicate our products’or design around our °
technology.

If we do, not successfully enforce our mtellectual property rights, our competitive position could suffer, i
which could harm our operating results. We also rely on trade secrets, proprietary know-how and conﬁdenuahty
provisions in agreements with employees and consultants to protect our intellectual property. Other parties may

_not comply with the terms of thelr agreements with us, and we may not be able to adequately enforce our rights

against these people.

Third parties may claim we are infringing their intellectual property, and we could suffer significant
litigation costs, licensing expenses or be prevented from selling our products.

Intellectual property rights are uncertain and involve complex legal and factual questions. We may be .
unknowingly infringing on thé intellectual property rights of others and may be liable for that infringement,
which could result in significant liability for us. If we do infringe the intellectual property rights of others, we
could be forced to either seek a license to intellectual property rights of others or alter our products so that they
no longer infringe the intellectual property rights of others. A license could be very expensive to obtain or may
not be available at all. Similarly, changing our products or processes to avoid infringing the nghts of others may
be costly or impractical. . . :

We are responsible for any patent litigation costs. If we were to become involved in a dispute regarding .
intellectual property, whether ours or that of another company, we may have to participate in legal proceedings.
These types of proceedings may be costly and time consuming for us, even if we eventually prevail. If we do not
prevail, we might be forced to pay significant damages, obtain licenses, modify our products or processes, stop - -

making products or stop using processes.
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Our stock price is volatile. ) ‘

In the twelve-month’ penod ending on July 31, 2006, our stock price ranged from a low of $3.29 to a high of
$7.65. The price of our common stock has been and likely wﬂl continue to be subject to wide fluctuations in
response to a number of events and factors such as:

+ quarterly variations in operating results; K ' !
. vanances of our quarterly results of operatlons from securities analyst estimates; -
* changes in ﬁnanc:al estimates and recommendatlons by securities analysts; | i
*  announcements of technological mnovat;ons new products or strategic alliances; and

*  news reports relatmg to trends in our markets J

In addition, the stock market in general, and the market prices for semiconductor-related companies in
particular, have experienced significant price and volume fluctuations that often have been unrelated to the
operating performance of the companies affected by these fluctuations. These broad market fluctuations may
adversely affect the market price of our commeon stock, regardless of our operating performance.

N

We have substantial indebtedness.

We have $27.2 million 'pfincipal amount of 4.25% Convertible Subordinated Notes (the “Notes”) due August
2007, $61.1 million principle amount of 4.25% Convertible Subordinated Notes due August 2006, (which were
paid in full on August 8, 2006), as well as $59.4 million in principal outstanding under a commercial loan, We
may incur substantial additional indebtedness in the future. The level of indebtedness, among other things, could

+ make it difficult for us to make payments on our debt and other obligations;

+ make it difficult for us to obtain any necessary future financing for working capital, capltal
expenditures, debt service reqmrements or other purposes;

= require the dedication of a substantial portion of any cash flow from operations to service for
indebtedness, thereby reducing the amount of cash flow available for other purposes, including capital
expenditures; : ‘

* limit our flexibility in planning for, or reactmg to changes in, 1ts busmess and the industries in which we
compete; .

¢ place us at a possible competitive dlsadvamage with respect to less leveraged compemors and
competitors that have better access to capital resource; and

« make us more vulnerable in the event of a further dewnturn in our business.

There can be no assurance that we will be able to meet our debt service obligations, including our
obligations under the Notes. :
- i

i

4

We may not be able to satisfy a change in control offer.

The indenture governing the Notes contains provisions that apply to a change in control of LTX. If someone
triggers a fundamental change as defined in the indenture, we may be required to offer to purchase the Notes with
cash, If we have to make that offer, we cannot be sure that we will have enough funds to pay for all the Notes
that the holders could tender. .

We may not be able to pay our debt and other obligations.

' ’

If our cash flow is inadequate to meet our obligations, we could face substanual liquidity problems. One of
our credit facilities expired in April 2006, and was not renewed by us as we felt we had sufficient funds to pay
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off our debt when due. The $61.1 million of Convertible Subordinated Naotes due in August 2006 was paid on.
August 8, 2006, reducing our cash and cash equivalents. In addition, we have $27.2 million principal amount of
4.25% Convertible Subordinated Notes due August 2007 and monthly pnnc1pal and interest payments through
May 2010 related to our term loan. If we are unable to generate sufficient cash flow or otherwise obtain funds
necessary to make required payment of our Notes, or certain of our other obllgatlons we would be in default
under the terms thereof, which could permit the holders of those obligations to accelerate their maturity and also
could cause default under future indebtedness we may incur. Any such default could have material adverse effect
on our business, prospects, financial position and operating results. In addition, we may not be able to repay
amounts due in respect of our Notes, or certain of our other obligations, if payment of those obligations were to
be accelerated following the occurrence of any other event of default as defined in the instruments creating those
obligations. Moreover, we may not have sufficient funds or be able to arrange for financing to pay the pnnc1pal
amount of our Notes at their maturity. .

We may need additional financing, which could be difficult to obtain.

We expect that our existing cash and marketable securities, and borrowings from available bank financings,
will be sufficient to meet our cash requirements to furid operations and expected capital expenditures for the
foreseeable future. In the event, we may need to raise additional funds, we cannot be certain that we will be able
to obtain such additional financing on favorable terms, if at all. Further, if we issue additional equity securities,
stockholders may experience additional dilution or the new equity securities may have rights, preferences or
privileges senior to those of existing holders of common stock. Future financings may place restrictions on how
we operate our business. If we cannot raise funds on acceptable terms, if and when needed, we may not be able to
develop or enhance our products and services, take advantage of future opportunities, grow our business or
respond to competitive pressures, which could seriously harm our business.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk .

Financial instruments that potentiaily subject us to concentrations of credit-risk consist principally of
investments in cash equivalents, short-term investments and trade receivables. We place our investments with
high-quality financial institutions, limit the amount of credit exposure to any one institution and have established
investment guidelines relative to diversification and maturities designed to maintain safety and liquidity.

Our primary exposures to market risks include fluctuations in interest rates on our short-term and long-term
debt of approximately $59.4 million as of July 31, 2006, and in foreign currency exchange rates. We are subject
to interest rate risk on our short-term and long-term borrowings under our credit and loan facilities. Qur short-
term and long-term bank debt bears interest at the lender’s variable prime rate. Long-term debt interest rates are
fixed for the term of the Notes.

Foreign Currency Exchange Risk

Operating in international markets involves exposure to movements in currency exchange rates. Currency
exchange rate movements typically also reflect economic growth, inflation, interest rates, government actions
and other factors. We transact business in various foreign currencies and, accordingly, we are subject to exposure
from adverse movements in foreign currency exchange rates. As currency exchange rates fluctuate, translation of
the statements of operations of our international businesses into U.S. dollars may affect year-over-year oo
comparability and could cause us to adjust our financing and operating strategies. To date, the effect of changes
in foreign currency exchange rates on revenues and operating expenses have not been material. Substantially all .
of our revenues are invoiced and collected in U.S. dollars. Our trade receivables result primarily from sales to
semiconductor manufacturers located in North America, Japan, the Pacific Rim and Europe. In fiscal 2006, our
revenues derived from sales outside the United States constituted 59% of our total revenues. Accounts receivable
in currencies other than U.S. dollars comprise 7.6% of the outstanding accounts receivable trade balance at
July 31, 2006. Receivables are from major corporations or are supported by letters of credit. We maintain o
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reserves for potential credit losses and such losses have been immaterial: Accounts:payable in cum:n:cies other.. .
than U.S. dollars comprise 5.9% of the outstanding accounts payable balance at July 31, 2006.

Based on a hypothetical 10% adverse movement in foreign currency exchange rates, the potential losses in
future earnings, fair value of risk-sensitive financial inistruments, and cash flows are immaterial, although the

actual effects may differ materially from the hypothetical analysis.

X
Interéf Rate Risk
The Company’s Convertible Subordinated Notes bear interest at' a fixed rate of 4.25%, and therefore
changes in interest rates do not impact the Company’s interest expense on this debt. However, the Cofmpany’s
term loan bears interest at the lender’s variable prime rate. The Company may also, from time to' tlme* have other
outstanding short-term and long-term borrowings with variable interest rates. The Company expects’ ‘that 4 1%
change in mteresl rates would affect the Company's interest expense by’ $0 6 million per year '

1 A Lo
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Item 8. Financial Statements and Supplementary Data: - . - .- e R

1 ) L - NS
LTX CORPORATION
CONSOLIDATED BALANCE SHEETS ’ .
{(In thousands, except share data) | L ‘
July 31,
2006 .. . 2005
. -ASSETS .
Current assets: - S . pot o, Cote
Cash and cash equlvalents ..... e e vereen. $ 106445 § 55,269
Marketablesecunnes e e bt WBTTT6 122,205
Accounts receivable—trade, net of allowances of $1, 391 and $1, 906 s e
respectively . ... e 38,704 19,776
Accounts receivable—oOther . ... .. ... . e e 3,269 5,497
INVentories .. ... .. it e e - 29,847 41,181
Prepaidexpense ............ .ottt 4,156 4,942
Total CUMment asSets .. ... v i e e e 270,197 248,870
Property and eqUipment, NEL . . .. ... .t ii ittt i it e 37,633 47,135
Goodwill . ... e e 14,762 14,762
Other intangible assets . ......... .o ittt i e e 700 1,400
L0111 T=) - 1oy -1 i< S 4,398 4,225
Tt ASSELS . ..ttt e e $ 327,690 $.316,392
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Current portion of long-termdebt ............... .. ... N $ 70,071 % 606
Accounts payable .. ... ... e 20,995 27,934
Deferred revenues and customer advances . ... ... ..i i 3,646 2,712
Deferred gain on leased equipment . ............ ... ... i, 644 2,215
Other accrued eXpenses .. ..............viviuiannias e 31,554 32,446
Total current liabilities ............. ... 126,910 65,913
Long-term debt, less curtent POrtion ............. .. it enn i 71,620 147,687
Long-term habilityother ....... ... .. o i i 5,521 2,802

Stockholders’ equity:
Common stock, $0.05 par value:
100,000,000 shares authorized; 62,006,421 and 61,531,881 shares issued and

outstanding, respectively . ... ... ... e 3,101 3,077
Additional paid-incapital ........... . ... . 563,959 558,192
Accumulated other comprehensive doss . ... ... . oLl {1,946) (1,563)
Accumulated defiCit ... ... . et (447.475) (459,716)

Total stockholders” equity ....... ... . ... i i 117,639 99,990
Total liabilities and stockholders’ equity . ... ... $ 327,690 § 316,392

The accompanying notes are an integral part of these consolidated financial statements.
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o LTX CORPORATION !
CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME
(In thousands, except per share data)
4 . Year ended July 31,
B o 2006 2005 2004
Net product sales . ......... b P $183,200 § 103,026 $217,310
. Net service sales ......... PO SR PR ST 33,213 31,505 38,491
Net sales ....: IS U DU 216,503 134,531 255,801
Cost of sales (includes stock-based compensauon expense of $l6l for FYO06; B e
$0for FYOS and FYO4) . .. ... i e 109,975 90,806 154,672
Inventory related provision ............... e B w4221 47457 ="
Gross profit (10ss) .. ......... B T 106307  (3,732) ' 101,129
Engineering and product development expenses (includes stock-based ' ; L .
_compensation expense of $1,049 for FY06; $0.for FYO5 and FY04) ... .. 53,807 Q6,302, ) 676?5 .
Sellmg, general and administrative expenses (includes stock based T e '
compensation expense of $3,463 for FY06; $0 for FYOS and FY04) ..... 31,135 29,366 28,037
Rcorgamzatlon costs (includes stock- based compensatlon expense of $334 S ' R
“for FY06; $0 for FY05 and FYO4) ............. . .. .00, e 6,282 31,726 =
Income (loss) from operations ............. P " 15083 (131,126) " ©5437°
Other income (expense): . , . _ . , L
INterest EXpense . . ..o.vvvevrreneenn.. e (8,956) (6,832) . ~ (6,626)
 Investmentincome .............iiiiiiiiiiii i 6,114 '5,232 7 3,150
Net inC0mMe (LOS5) . o o o oo e ittt et ittt e et e et e $-12,241 $(132, 726) $ 1,961
Net income (loss) per share L T . : ; o CoA
BaSIC vttt e e e $. 020 $ ‘(. 17) $ 0.04.
DHUtEd . . e . IR $ 020 $ ‘@I $ . 003,
Weighted-average common sharcs used in computing net income (loss) per oo ’ '
share . B :
CBASIC Lt i 61,684 . 61,144 = 55927
Diluted . ............. SRR ... 62207 61144 S805T-
Comprehensive income: o . i
Net income (I055) ... cv ot vttt et e e e i $°12,241 $(132,726) $ - 1,961
Unrealized loss on marketable SECUrities ..o oo e e (G ))] (1,457) (857,
Minimum pension liability ........ ... ... (372) L — —
Comprehensive income (I655) « . . .-« oo ouvrerenineiinneinne L., $ 11,858 $(134,183) $ 1,104,

‘The accompanying notes-are an integral part of these consolidated financial statements.
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LTX CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY .
(In thousands, except share data) :

Common Stock
Unrealized Gain
Additional (Loss) On Total
. Paid -In Marketable Accumulated Stockholder’s
.. Shares  Amount Capital Securities/Pensions Deficit - Equity
“Balance at July 31,2003 . ............ 51,633,798 $2,721 $421,709 $ 751 $(328,951) $ 96,230
Exercise of stock options ............ 797,482 40 4,324 — — _4,3@ .
StepTech escrow share release . ....... 144,062 7 1,092 — 2 — 1,099
Issuance of shares under employees’ N CL
stock purchase plan and other ...... 277821 (120) 2,200 — — 2,074
Unrealized loss on marketable o ' ) -
SECUTILES .. ... oo erieiniannnn. - = - (857) * — " (857)
Public offering of common stock ...... 3,050,000 403 126,122 — — 126,525
Net ‘income ....................... i — C— 1,961 1,961
Balance at July 31,2004 ............. 60,903,163 3,045 555,447 ., (106) k326,990) 231,396,
Exercise of stock options ............ 196,169 11 264 — — 275
StepTech escrow share release ........ 144,063 7 1,092 — — 1,099
Issuance of shares under employees’ : H L
stock purchase plan and other ...... 288,486 14 1,389 — — 1,403
Unrealized loss on marketable ‘
SECUTTHES . ... .o eveiirieiennnns —_ - — (1,457) — (1457
Netloss ............o il — — — — (132,726) (132,726).
Balance at July 31,2005 ............. 61,531,881 3,077 558,192 (1,563) - (459,716) - 99,990
Exercise of stock options ............ 188,785 10 | 669 —_- — 679
Vesting of stock based awards ........ 163,374 3 4,543 — — 4,551
Issuance of shares under employees’
stock purchase plan and other ...... 121,881 6 555 — — 561
Unrealized loss on marketable T
SECUrities ..o ... . ... ..., —_ —_ — (11) — (1
Comprehensive loss of minimum .
pension liability .. ... U — — — (372) - — (372)
Netincome ...............c.cccius. _ —_ — —_ 12,241 12,241
Balance at July 31,2006 ........... .. 62,006,421 $3,101 $563,959 $(1,946) - $(447.475) $117,639

The accompanying notes are an integral part of these consolidated financial statements.
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LTX CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
Year ended July 31,l
2006 - 2005 2004
Cash Flows from Operating Activities:
Netincome (1058) ... ..ottt et i $ 12,241 $(132,726) $ 1,961
Add (deduct) non-cash items: ' ' ) ’ :
Depreciation and amortization ................. e .- 14,403 18,494 ]8,6§9
" Non-cash restructuring charges .. .......ovvvireeniianns 195 18,058 © —
Charge for inventory related provision ...................... 221 47457 = —
Stock-based compensation ... ..., ..o DU 5,007 — —_
OUREE .« ottt et e e e T 2m (1,493) 645
(Increase) decrease in: ’ ’
Accounts receivable . .. ......... .. ... e e (16,678) 19,286 (27,095)
Inventories ............ . coviieiiiinnn, e 13,149 (19,354) (2,389)
Prepaid BXPEnSES ... ..vvvt i e 878 4,905 1,276
(070 17 1 o O 622 (337) 893
Increase (decrease) in: ) : '
Accounts payable . ... ... e (6,947) (9,570) 23,816
Accrued expenses ........... .. ... e e e (207) 5,237 663
Deferred revenues and customer advances . .......... ..o iiiian. (651) (5,436) (4,738)
Net cash provided by (used in) operating activities ............... e 22,434 (55,479) 13,731
Cash Flows from Investing Activities: , .
Expenditures for property and equipment .............. ... .. ... C6,743) 1,616)  (17.496)
Purchases of marketable securities ........... ... i it (49,747y (112,890) (240,414)
Proceeds from sale of marketable securities ...................... . 84,165 133,830 153,372
Net cash provided by (used in) investing activities . .................... 27,675 14,324 (104,538)
Cash'Flows from Financing Activities: ' ' : -
Proceeds from stock plans: '
Employees’ stock purchaseplan ............. ... ... . o0, 561 1,403 2,086
Exercise of Stock OPLONS . .. ... i iiiiia i 679 275 4,364
Proceeds from equity offering, net . ....... .. ... . oo — L — 126,525
Payment of short-termdebt ........... ..ot (602) (217 (19,459)
Proceeds fromtermloan ................. ... ..., e — 60,000 - —
Payments of long-termdebt . ............. ... ... ..., e — {60,057 {1,022)
Net cash provided by financing activities ........... e s 638 1,404 112,494
Effect of exchange rate changesoncash . .............oieieiint 429 92) . 258
Net increase (decrease) in cash and cash equivalents ................... - 51,176 (39,843) 21,945
Cash and cash equivalents at beginning of year ...................... .0 ' 55,269 95,112 73,167
Cash and cash equivalents atend of year ......... ... ... .. .. .. ... $106,445 $ 55269 $ 95,112
Supplemental Disclosures of Cash Flow Information: ‘
Cash paid during the year forinterest ......... ... ... oo, $ 7822 % 7431 ‘$ 3,748
The accompanying notes are an integral part of these consolidated financial statements. o
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LTX CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. THE COMPANY

LTX Corporation (“LTX” or the “Company”) designs, manufactures, and markets automatic semiconductor
test equipment. Semiconductor designers and manufacturers worldwide use semiconductor test equipment to test
devices at different stages during the manufacturing process. These devices are incorporated in a wide range of
products, including mobile internet equipment such as wireless access points and interfaces, broadband access
products such as cable modems and DSL modems, personal communication products such as cell phones and
personal digital assistants, consumer products such as televisions, videogame systems, digital cameras and
automobile electronics, and for power management in portable and automotive electronics. The Company also
sells hardware and software support and maintenance services for its test systems. The Company is
headquartered, and has development and manufacturing facilities, in Norwood, Massachusetts, a development
facility in San Jose, California, and worldwide sales and service facilities to support its customer base.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation ‘

The consolidated financial statements include the accounts of the Company and its wholly owned
subsidiaries. All significant inter-company transactions and balances have been eliminated in consolidation.
Certain reclassifications have been made to previously reported financial data to conform to the 2006

presentation.

Preparation of Financial Statements and Use of Estimates

The accompanying financial statements have been prepared by the Company, and reflect all adjustments,
which, in the opinion of management, are necessary for fair presentation. The preparation of financial statements
in conformity with generally accepted accounting principles requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities as of the date of the financial statements and the reported amounts of income and expenses during the
reporting periods.

Foreign Currency Translation

.

The financial statements of the Com'pany’s foreign subsidiaries are translated in accordance with Statement
of Financial Accounting Standards (“SFAS”) No. 52, “Foreign Currency Translation”, The Company's
functional currency is the U.S. dollar. Accordingly, the Company’s foreign subsidiaries translate monetary assets
and liabilities at year-end exchange rates while non-monetary items are translated at historical rates, Income and
expense accounts are translated at the average rates in effect during the year, excépt for sales, cost of sales and
depreciation, which are primarily translated at historical rates. Net realized gains or losses resulting from foreign
currency re-measurement and transaction gains or losses were a loss of $258,000, a gain of $17,000 and a loss of
$234,000 in fiscal 2006, 2005 and 2004, respectively. Transaction gains and losses are included in the )
consolidated results of operations.

Revenue Recognition

The Company recognizes revenue based on guidance provided in SEC Staff Accounting Bulletin No. 104,
“Revenue Recognition”, (SAB 104). The Company recognizes revenue when persuasive evidence of an
arrangement exists, delivery has occurred or services have been rendered, the seller’s price is fixed or
determinable and.collectibility is reasonably assured: »
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LTX CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued);

Revenue related te equipment sales is recognized when: (a) we have a written'sales agreement; (b) delivery
has occurred; {c) the price is fixed or determinable; (d) collectibility is reasonably assured; () the product
delivered is standard product with historically demonstrated acceptance; and (f) there is no unique customer
acceptance provision or payment tied to acceptance or an undelivered element significant to the functionality of !
the system. Generally, payment terms are net 30 days from shipment. Certain sales include payment terms tied to
customer acceptance. If a portion of the payment is linked to product acceptance, which is 20% 01_" less, the
revenue is deferred on only the percentage holdback until payment is received or written evidence of acceptance is
delivered to the Company. If the portion of the holdback is greater than 20%, the full valie of the equipment is
deferred until payment is received or written evidence of acceptarice is delivered to the Company: When sales to a
customer involve multiple elements, revenue is recognized on the delivered element provided that (1) the
undelivered element is a proven technology, (2) there is a history of acceptance on the product with the customer,
(3) the undelivered element is not essential to the customer’s application. (4) the delivered item(s) has value to the
customer on a stand-alone basis, {5) objective and reliable evidence of the fair value of the undelivered item(s)
exists, (6} if the arrangement included a general right of return relative to the delivered itém(s), delivery or
performance of the undelivered item(s) is considered probable and substantially in the control of the Company,
and (7) if objective and reliable evidence of fair value exists for all units of accounting in the arrangement, the
arrangement consideration is allocated based on the relative fair values of each unit of accounting. If the fair value
of a delivered item is unknown, but the fair value, of undelivered items are known, the residual method is used for
allocating arrangement consideration. Revenue related to spare parts is recognized on shipment. Revenuerelated
to maintenance and service contracts is recogmzed ratably over the duration of the contracts.:

\ A . L
) _
!

1

Allowance for Doubtful Accounts

An allowance for doubtful accounts is maintained for potential credit losses based upon assessment of the
expected collectibility of all accounts receivable. The allowance for doubtful accounts is reviewed periodically to
assess the adequacy of the allowances. In any circumstances in which we are aware of a customer’s inability to - |
meet its financial obligations, we take a certain percentage of the accounts receivable balance as an allowance,
which is based on the age of the receivables, the circumstances surrounding the customer’s financial situation
and our historical experience. If circumstances change, and the financial condition of our customers were
adversely affected resulting in their lnablllty to meet their financial obhgauons to us, we may néed to record
addltmnal allowances. : ‘

Engineering and Product Development Costs ' ) :

The Company expenses all engineering, research and development costs as incurred. Expenses subject to
capitalization in accordance with the SFAS No. 86, “Accounting for the Costs of Computer Software To Be Sold,
Leased or Otherwise Marketed”, relating to certain software development costs, were insignificant.

Shipping and Handling Costs !

Shipping and handling costs are included in cost of sales in the consolidated statements of operations.
Shipping and handling costs were $0.9 million, $0.8 million, and $1.7 million for fiscal years July 31, 2006,

2005, and 2004, respectively. These costs, when included in the sales price charged for products, are recogmzed !
in net sales. : Co , . .

Income Taxes ' ' : ,

In accordance with SFAS No. 109, “Accounting for Income Taxes”, the Company recognizes deferred
income taxes based on the expected future tax consequences of differences between the financial statement bases’
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LTX CORPORATION _
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

and the tax bases of assets and liabilities, calculated using enacted tax rates in effect for the year in which the
differences are expected to be reflected in the tax return. Research and development tax credits are recognized for
financial reporting purposes to the extent that they can be used to reduce the tax provision. - Coe

*

Accounting for Stock-Based Compensation

The Company has five active stock option plans: Lhe 2004 Stock Plan (“2004 Plan”}, the 2001 Stock Plan
(“2001 Plan”), the 1999 Stock Plan (1999 Plan”), the 1995 LTX (Europe} Ltd. Approved Stock Cption Plan
(“U.K. Plan”) and, in addition, the Company assumed the StepTech, Inc. Stock Option Plan (the “STI 2000
Plan™) as part of its acquisition of StepTech. The STI 2000 Plan, 2004 Plan, 2001 Plan, 1999 Plan, and the U.K.
Plan provide for the granting of options to employees to purchase shares of common stock at not less than 100%
of the fair market value at the date of grant..The 2004 Plan, 2001 Plan and 1999 Plan also provide for the <
granting of options to an employee, director or consultant of the Company or its subsidiaries to purchase shares,
of common stock at prices to be determined by the Board of Directors and they allow both restricted stock
awards and stock awards. Options under the plans are exercisable over vesting periods, which typically have
been three to four years from the date of grant. The general term of our stock options is 10 years. Qur policy of
issuing shares is to either buy shares in the open market or issue new shares. OQur general practice has been to
issue new shares. In fiscal 2005, the Company granted 533,750 options tied to certain performance milestones.
As of July 31, 2006, 75% of these options have vested as they have met the performance milestones. We are
expensing these options based on an accelerated vesting schedule over the performance period. The remaining
25% will vest in 4 years regardless of the milestone being achieved. During the quarter ended January 31, 2006,
the Company granted 983,600 restricted stock units (RSUs). Of the 983,600 RSUs, vesting for 742,600 is tied to
certain profit break-even milestones for executives. The first milestone was achieved May 16, 2006, resulting in
185,650 shares vesting on May 16, 2006. The remaining executive RSUs will vest annually over the next three
years unless another performance milestone is achieved. The remaining 241,000 RSUs are service vested for key
employees-over a four year period, including 60,230 shares that vested on May 16, 2006, when the Company
achieved a profit break-even milestone. The remaining shares will vest annually over the next three years, unless
another performance milestone is achieved. -

Effective August 1, 2005, the Company adopted Statement of Financial Accounting Standard No. 123
(revised 2004), “Share Based Payment” (SFAS No. 123R). Under SFAS No. 123R, the Company is required to
recognize, as expense, the estimated fair value of all share based payments to employees. In accordance with this
standard, the Company has elected to recognize the compensation cost of all service based awards on a straight-
line basts over the vesting period of the award. Performance based awards are recognized ratably for each vesting
tranche. For the year ended July 31, 2006 the Company recorded expense of approximately $5.0 million, of
which $0.3 million is recorded in restructuring charges, in connection with its share-based payment awards. As of
July 31, 2006, there is approximately $5.3 million of unrecognized compensation expense related to share based -
payments to employees that will be recognized over the next 16 quarters. The adoption of SFAS No. 123R did
not have a significant effect on the consolidated statement of cash flows for the twelve months ended July 31
2006.

The Company adopted SFAS No. 123R under the modified prospective method. Under this method, the -
Company recognized compensation cost for all share-based payments to employees based on the grant date
estimate of fair value for those awards, beginning on August 1, 2005. Options granted prior to August 1, 2005
were valued using a binomial Black-Scholes model at the date of grant. Options granted subsequent to the
adoption of SFAS No. 123R were valued using a trinomial lattice model. b

The Company chose a trinomial lattice model upon z;doption of SFAS No. 123R versus the binomial Black-
Scholes method used for the periods prior to the adoptions of SFAS No. 123R for the following reasons: 1) the
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LTX CORPORATION- |
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continue‘d)l

trinomial lattice supports a changing volatility assumption w1th little computation complexity and 2) the
trinomial lattice accounts for changmg employee behavior as the stock price changes, as behavror is solely
represented by a time component The use of a lattice model captures the. observed pattern of i mcreasmg rates of
exercise as the stock prlce increases. The Black-Scholes model does not contain the interaction among economic
and behavroral assumptrons The volatility assumption used in our trinomial lattice model uses a term structure of
expccted volatilities reﬂectmg a 1;to-10 year average volatility based on historical stock prices. Our volatility
assumptron is redeveloped quarterly and calculated using the stock price history ending on the. Iast day of the
prior quarter. The forfeiture assumption is based on our historical employee behavior over the last 15 years,
which is largely driven by stock price increase. '

For periods prior to the adoption of SFAS No. 123R, the Company had elected to follow Accountmg
Principles Board Opinion No. 25 “Accounting for Stock Issued to Employees,” (APB 25) and related .
interpretations in accounting for its employee stock option and stock purchase plans. No stock—based employee
compensation is reflected in net income (loss), as all options granted under those plans had an exercrse price
equal to the market value of the underlymg common stock on the date of grant

| . .
i

The fol]owmg table 1llustrates the effect on net income (loss) and net income (loss) per share if the
Company had apphed the fair value recognition provrsmn of SFAS No. 123 to ‘stock-based employee

compensation: . i

4+ . |

o, E : Year ended July 31,
. . _ ' 2006 2005 2004
e - o (in thousands except per share)

Net income (loss): a . \
Asreported ... ........... APV s $12,241 $(132 726) $ 1,961

Deduct: Total stock-based employee compensation expense : CT , .
determined under fair value based method for all awards, net ' [ .
of related tax effects, proforma ....................... — 26,090 - 17,640
Proforma ............ P S $12.241,  $(158816) $(15679)
Net income (loss) per share B LT o ) o T
Basic oy o ' L e
ASTEPOREd ..o\ ovee et $ 020~ $ @17 $ 0.04 -
Proforina .. ... veitiiii PR . 020 $ .(260) $ (0.28)
Diluted : _ PR VL
ASTEPOIEd .. ...ty e $ 020 $ (217D $ 003
—- Proforma \.......... . ..c.iciiieeenns EETTRTII P $ 020 $ (260) $ (0.28).

" Weighted-average assumptions used in determining fair value of option grants: - ‘} T
P n Year ended July 31,

. . 2006 (1) 2005 (2) 2004 (2)
Volatility ........ S ST . 54-86% ., 80% 87%
Dividend yield ............ P . 0% 0% - 0%
Risk-free interest rate . ... . N et . 3.84-475% ‘ 4.11% 4.78%
Expected life of options . ... ool S e 7.11~ 721 years 7.18 years 8.83 years

(0 Assumptlons used in tnnonual lattlce optlon pricing model valuatlon . "_ ! ) ! )

i
.’ Lt B i 4 . i ‘e
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(2) Assumptions used in Black-Scholes valuation.

The Black-Scholes option valuation model was developed for use in esumaung the fair value of traded
.optlons that have no vesting restri¢tions and are fully transferable In addition, option-pricing models i require
'the input of highly subjective assumpnons Because the Company’s employee stock’ optlons have .
characteristics sngmﬁcantly dlfferent from’ those of traded optlons and because changes in the subjective’
input assumptions can matenally affect the fair valte estimate, in management s opinion, the existing -
models do not necessarily provide a reliable single measure of the fair value of its employee stock options.

Product Warranty Costs

Our products arc sold with warranty provisions that require us to remedy. deficiencies in quality or
performance of our products over a specified period of time at no‘cost to.our customers. Our, policy is to establish
warranty reserves at levels that represent our estimate of the costs that will be incurred to fulfill lhose warranty
requirements at the time that revenue is recognized. : ’

The following table shows the change in the product warranty liability, as required by FASB Interp'reta:tien
No. (FIN) 45, “Guarantor’s Accoumlng and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others” for the fiscal years ended July 31, 2006 and 2005:

(in thousands)- -

Product Warranty Activity ’ _ 2006 2005
.~ Balance at beginning of period .. ... ... . .. . L Lol $2543 $4394
**~" Warranty expenditures for current period ........... [T (3,621) (6,186)
. Changes in liability related to pre-existing warranties . . ............ —_ - .74
7 Pro»':ision for warranty costs in the period ........ e C_ 4621 4261
Balarice at endofperiod .................. st $3.543 082543,

Comprehenswe lncome

Comprehenswe income (loss) is comprised of two components, net income (loss) and other comprehenswe
income (loss). Other comprehenswe income (loss) consists of unrealized gains and losses on the Company s
marketable secunues and the effects of the minimum pension liability.

& ’

L

" :The followmg table shows.the cumulauve components of comprehensive income (loss) for the fiscal years
ended July 31, 2006, 2005 and 2004:

. ) (in thousands) |
- o ' o 2006 2005 - 2004
Unrealized loss on securities . .......... e S e .o (1,574)  (1,563). - (106)
Minimum pension liability ........ e e (372) — —

Total ... e e e e L $(1,946) $(1,563) $(106)

. Net Income (Loss) per Share

Basic net income (loss) per common share is computed by dividing net income (loss) available 16 common
stockholders by the weighted average number of common shares outstanding for the period. Diluted-income *
(loss) per common share reflects the maximum dilution that would have resulted from the assumed exercise and
share repurchase related to dilutive stock opnons and is computed by dividing net income (loss) by the weighted
average number of common shares and all dilutive securities outstanding.
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Reconciliation between basic and diluted earnings (loss) per share is as follows:

v . Fiscal Year Ended July 31,
e 2006 2005 2004
! ! ’ (in thousands, except per share data)
Netincome (l0S8) .. ... . i i ittt $12,241 $(132,726) $ 1,961
Basic EPS ' :
Basic common shares ................ P 61,684 61,144 55927
Basic EPS ..... e e e e e e e e e $ 020 § (217 % 0.04
Diluted EPS ' . ' |
Basic common shares . .................. e 61,684 61,144 55,927
Plus: impact of stock options and warrants .. ...................... . 523 — 2,130
Diluted common Shares . . .. .. .. ... i e 62,207 - 61,144 58,057
Diluted EPS -........ e e e e e $ 020 §$ (217 $ 003

Options to purchase 7,146,337, 8,077,136, and 4,224,203 of common stock were outstanding at July 31,
2006, 2005 and 2004 respectively, but were not included in the calculation of diluted shares because the effect of
mcludmg the opnons would have been anti- dllutwe . . {

. ¥
[l
¥

Cash and Caslec‘luiiralents and Marketable Securities

The Company considers all highly liquid investments that are readily convertible to cash and that have
original maturity dates of three months or less to be cash equivalents. Cash and cash equivalents consist primarily
of repurchase agreements and commercial paper. Marketable securities consist primarily of debt securities that
are classified as available-for-sale, in accordance with the SFAS No. 115, “Accounting for Certain Investments
in Debt and Equity Securities” (“SFAS No. 1157). Securities available for sale include corporate and
governmental obligations with various contractual maturity dates some of which are greater than one year. The
Company considers the securities to be liquid and convertible to cash within 30 days. The Company has the
ability and intent, if necessary, to liquidate any security that the Company holds to fund operations over the next
twelve months and as sich has classified these securities as short-term. Governmental obligations include U.S.
Government, State, Municipal and Federal Agency securities.

.

The market value and maturities of the Cémpany’s marketable securities are as follows:

. Total Amount
. (in thousands)
July 31, 2006~
‘Dueinlessthanoneyear ............ S A $32,314 .
Dueinlto3years ................. e e i 17,067
Duein3toSyears ........ e e 12,872
Due in 5 to 10 = 6,838
Dueingreaterthan 10years .......... .. ... i 18,685
Total ..o T - $87,776
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The market value and amortized cost of marketable securities are as follows: © . PR oL
Yaor i, 4 Market Amortized
) . T - Value Cost
- SR (in thousands)

July 31, 2006 ] _ -q R
L o7 v = $ 57522 § 58401
Government . . ... e N : 30,254 | 30,947

. ) $ 87,776 $ 89,348
_ July 31, 2005 R o ' ] S~ .

. Corporate ................ e e e e $100,833 $101 356

Government . . . . .. O . 121,372 31,370 -

' + . . L [T

$122,205 * $122,726 "

T

Gross unrealized losses were $1.6 million in fiscal 2006 and $1.6 million in fiscal 2005 The realized
profits, losses and interest are included in the investment income in the Statements of Operations. Unrealized
gains and losses are reflected as a separate component of comprehensive income and are included in »*. - .. ,, .-
Stockholders’ Equity. The gross unrealized losses were primartly a result of rising interest rates. The Company
evaluates its portfolio for impairment based on certain factors mcludmg, credn quallty, structure of the secunty
and the ablllty to hold the SECUnty to maturity. R

) ' ' - IR

The followmg table contains marketable securities and related unreahzed losses as of July 31 2006

. . ' . -..I'.' N -")| - . MarkEt ; Unreallzed
{(in thousands) - e T : o © Value ‘loss - T
Securities < 12 monlhs unreallzed BOSS - ot e _.' ..... - $38, 664: . $ (367)
Secunt1es> 12 months unreahzed loss e P N 124 ' (1 211)
Secunueswnthunreahzedgams R T 4048 4
Tota] ..... et e e e e e, e -$87,7.76 .A_$(1,574)
The following interest income and reahzed gains and losses from saies of marketable securities are as
follows: Wl o
. R Fiscal Year Ended July 31,
i b 2006 2005 2004
" (in thousands)
0L (3 11 o0 14 L~ R oL $5,619 $4.807  $2,534

Realized (loss) gain from sales of available-for-sale securities .................. a 94 — 262 -
w | $5,525 $4,807 $2,796

At July 31, 2006, marketable securities of approximately $1.0 million were restricted from withdrawal.
These assets served as collateral supporting letters of credit issued to a financial institation for leasing equipment.

Fair Value of Financial Instruments

SEAS No. 107, “Disclosures About Fair Value of Financial Instruments”, requires that disclosure be made of
estimaltes of the fair value of financial instruments. The carrying amounts of certain of the Company’s financial
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instruments, including cash equivalents, accounts receivable, accounts payable and other accrued liabilities
approximate fair value due to their short maturities. In accordance with SFAS No. 115, marketable securities
classified as available for sale are all debt securities and are recorded at fair value based upon quoted market
prices. The fair value.of the Company's notes payable and long-term liabilities is estimated based on quoted
market prices for the same or 51m11ar igsues or on current rates offered to the Company for debt of the same
remammg maturities. - . . - Lo ' "
- . Vo, 1 \ Ter ,
As of July 31, 2006, the estlmaled fair value of the Company $ convertlblc subordinated notesiwas

approximately $85.9-million compared to the carrying value of $88.3 million. The estimated fair value of the.
convertible subordinated notes is.based on the quoted market price of the notes on July 31, 2006. The book value
of the term loan approx1mates fair value.

' PRI * . e ’ L ' !

. . . i .t 1

Concentration of Credit Risk

Revenue from our top ten customers accounted for 82%, 77%, and 88% of total revenues in fiscal 2006,
2005, and 2004, respectively. Accounts receivable from these customers amounted to approximately $26.2
- million and $15.1 million at July 31, 2006 and 2005, respectively. Sales to customers outside the United States
were $127.6 million, or 59% of net sales in fiscal 2006, $93.3 million, or 69% of net sales in fiscal 2005 $168.9
l’l‘lllllOl‘l or 66% of net sales in fiscal 2004. . ' SRR S - '

Financial instruments, which potentlally SUb_]BCt the Company to concentrations of.credit nsk are cash
equivalents, marketable securities and accounts receivable. All of the Company’s cash equivalents and *
marketable securities are maintained by major financial institutions. Concentration of credit risk with respect to-
accounts receivable is limited to certain customers to whom the Company makes substantial sales. To reduce
risk, the Company routinely assesses the financial strength of its customers. The Company ¢ does not require
collateral, although the Company does obtain a letter of credit on sales to certain foreign customers ‘Write- offs

related to accounts receivable have been within management’s ‘expectations. * "+ - e e
. .- - Yy
[ , e .

Inventories

L r L. r Y . ' .

Inventories are stated at the lower of cost or market, determined on the-first-in, first-out (“FIFQ") method,

and include materials, labor and manufactunng overhead. The components of mventones are as follows
1

As ol‘.l'uly 31

) L 2006 2005
. . o : ({in thousands}
Raw materials . ..... L e e e e .. $20,597  $26,101
Work-in-process ............ e s FRTR © 5132 ° 4668
Finished g00dS . . . ...ttt iiiie i e e Po4,118 * 10412 -

o $29.847 ' "$41,181

Our policy is to establish inventory reserves when conditions exist that suggest our inventory may be in
excess of anticipated demand or is obsolete based upon our assumptions about future demand for our products or
market conditions. We regularly evaluate the ability to realize the value of our inventory based on a combination
of factors including the following: forecasted sales or usage, estimated product end of life dates,’ esnmated
current and future market value and new product introductions. Purchasmg and alternative usage options are also
explored to mitigate inventory exposure. When recorded, our reserves are intended to reduce the carrying value
of our inventory to its net realizable value. As of July 31, 2006 and 2005, our inventory is:stated net of inventory
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reserves of $46.5 million and $99.6 million, respectively. If actual demand for our products deteriorates or -
market conditions are less favorable than those that we project, additional inventory reserves may be reéquired:
Such reserves are not reversed until the related inventory is sold or otherwise disposed. During fiscal year 2006,
the Company I.ItlllZed $55.1 million of reserves related to the dlsposal or sale of prevmusly reserved items.’

Of the $29.8 million 1nventory balance at July 31, 2006 $7 4 m11110n consists of “last time buy custom -
components for Fusion HFi, $15.9 million consists of materials and components to support current requirements
for Fusion HFi and X-Series, $5.1 million consists of evaluation inventory at customers and $1.4 millioh consists -
of inventory held in deferred revenue pending product acceptance. If actual.demand for our products deteriorates
or.market conditions are less favorable than those that we project, additional inventory reserves may be required.

In the first quarter of fiscal 2005, the Company’s major customers reduced their forecasts for capital
equipment purchases, which resulted in a sudden and substantial drop in revenues and orders for the Company. .
These conditions continued into its second quarter of fiscal 2005, As a result of the shorter than expected upturn °
in business conditions, and the completion of the Company’s transition to its next generation Fusion, the
Company deemed it appropriate to make an adjustment to the inventory valuation and recorded a $47.5 million .
cxcess and obsolete inventory provision, primarily related to the Fusion HF product line, in fiscal 2005:
Inventory reserves establish a new cost basis for inventory and such reserves are not reversed until the related
inventory is sold or otherwise disposed. For the twelve months ended July 31, 2006, the Company.recorded-$2.5
million in sales of previously reserved items which represents the gross cash received from the customer. The net
incremental gross margin and net income effect of these transactions of $1.1 million for the year ended July 31,
2006, $1.4 million for fiscal 2005, and $0.0 million for ﬁscal 2004 did not have a matenal lmpact on operatmg
margins and the results. . ' .

Property and Eqmpment .

Property and equipment is recorded at cost. The Company provndes for deprecmtlon and amomzatlon on the
straight-line method. Charges are made to operating expenses in amounts that are sufficient to amortize the cost
of the assets over their estimated useful lives. Machinery, equipment and internal manufactured systems include
spare parts used for service and LTX test systems used for testing components, engineering and apphcanons
development. Internally manufactured equipment is recorded at cost and depreciated over 3 to 7 years. Repairs
and maintenance costs that do not extend the lives of property and equipment are expensed as incurred. Property’
and equipment are summarized as follows: .

. As of July 31, Depreciable Life in
. . . 2006 2005 Years
. : ) (in thousands) ] S -
Machinery, equipment and internal manufactured systems ........ $.99,520 $129,140 "3-7.
Office furniture and equipment . ................. e 4,531 - 5677 - <37 ,
Leaseliold improvements . ........ ... .. ..., . ... . eaaa, 8,358 6,321 10 or term of lease
Loy S 112,409 141,138 *
Accumulated depreciatiop and amortization . ....... SIETERRERe (74776)  (94,003) )

s 37633 $anizs -

Impmrment of Long-Lived Assets Other Than Goodwﬂl

- '

* -On an on-going basis, management reviews the value and period of amortization or depreciation of long- ,
lived assets. In accordance with SFAS No. 144, “Accounting-for Impairment or Disposal of Long-Lived Assets”, -
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the Company reviews whether impairment losses exist on long-lived assets when indicators of impairment are
present. During this review, the Company reevaluates the significant assumptions used in determining the
original cost of long-lived assets. Although the assumptions may-vary, they generally include revenue growth, . -
operating results, cash flows and other indicators of value. Management then determines whether there has been
a permanent impairment of the value of long-lived assets based upon events or circumstances that have occurred
since acquisition. The extent of the impairment amount recognized is based upon a determmanon of the 1mpalred
asset’s fair value,

Goodwill and Other Intangibles

The Company has adopted the provisions of Statement No. 142, “Goodwill and Other lntanglble Assets”
which requires that goodwill and intangible assets with indefinite useful lives are not amortized. Intangible assets
with a definitive useful life are amortized over their estimated useful life. Assets recorded in thesé categories are
tested for impairment at least annually or when a change in circomstances may result in future impairment.
Intangible assets are recorded at historical cost. Intangible assets acquired in an acquisition, including purchased
research and development, are recorded under the purchase method of accounting. Assets acquired in an
acquisition are recorded at their estimated fair values at the date of acquisition. Management uses a discounted
cash flow analysis which requires that certain assumptions and estimates be made regarding industry economic
factors and future profitability of the acquired business to assess the need for an'impairment charge. If the
carrying value of the asset is in excess of the present value of the expected future cash flows, the'carrymg value
is written down to fair value in the period identified. : C : o

Goodwill totaling $14.8 million at July 31, 2006 and July 31, 2005, represents the excess of acquisition
COSlLs over thc esumated falr valpe of the net assets acquired from StepTech Inc. ("SlepTech") on June 10, 2003.

Other intangible assets consisted of core technology and amounted to the following at:

Core Technology - ,‘ . . " Accumulated’ Net Estimated
(In thousands) - . . Gross Intangible  Amortization Intangible Asset  Useful Life
July 31,2006 .......... e ©U$2800 C° $2,100 $ 700 4 years
July 31, 2005 ................................ ' $2 800 $1,400 $1,400 ' 4 years

Amomzanon expense for each of the years ended July 31, 2006 and 2005 was $700 000. The estimated
aggregate amortization expense for the next year is $700,000. .

t

Deferred Gain on Leased Equipment . L

The Company has entered into certain equipment sale/leaseback transactions to finance the cost of new test
equipment. The cash proceeds from these leases were based on the fair market value of the equipment and these
leases qualify as operating leases in accordance with SFAS No. l3 Cash proceeds received in excess of the cost
of the equipment are recorded as deferred gain in accordance with SFAS Nos. 13 and 28 and amortized over
the life of the lease. As of July 31, 2006 we have $0.6 million of deferred gain remaining to be recognized in
fiscal 2007 and 2008.

Recent Accounting Pronouncements: ,

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs, an amendment of ARB No. 43,
Chapter 4" (“SFAS No. 151™). SFAS No. 151 modifies the accounting for abnormal inventory costs, and the -
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manner in which companies allocate fixed overhead expenses to inventory. SFAS No. 151 is effective for
inventory costs incurred during annual periods beginning after June 15, 2005. The adoption of SFAS No. 151 did
not have a material impact on the Company’s financial position and results of operations. -

. In May 2005, the FASB issued Statement of Financial Accounting Standard No. 154, Accounting Changes:
and Error Corrections (“SFAS No. 154”). SFAS No. 154 permits early adoption for corrections of errors made
in fiscal years beginning after the date the Statement was issued. The Company evaluated the impact to prior
periods related to 1998 and 2000 pension plan curtailments and concluded that it was not appropriate to
recognize the cumulative $2.9 million of errors through the current period statement of operauons as they
primarily relate to periods prior to those included in our 2006 Consolidated Financial Statements. As a result, the
Company recorded this entry as an adjustment to opening accumulated deficit. .

In June 2006, the FASB 1ssued FASB Interpretation No. 48 (FIN No. 48) “Accoummg for Uncertamty in
Income Taxes—an Interpretation of FASB Statement No. 109”, which clarifies the accounting for uncertainty in -
income taxes recognized in accordance with SFAS No. 109, Accounting for Income Taxes. FIN No. 48 clarifies
the application of SFAS No. 109 by defining criteria that an individual tax position must meet for any part of the .
benefit of that position to be recognized in the financial statements. Additionally, FIN No. 48 provides guidance
on the measurement, de-recognition, classification and disclosure of tax positions along with the accounting for
the related interest and penalties. The provisions of FIN No. 48 are effective for the fiscal years beginning after
December-15, 2006, with the cumulative effect of the change in accounting principle recorded as an adjustment
to opening retained eamings. We will be required to adopt FIN No. 48 for our fiscal year beginning August-1,
2007. We are in the process of determining the impact of FIN No. 48 on our Consolidated Financial Statements.

In October 2006, the FASB issued Statemem of Fmanc1a1 Accountmg Standard No. 158, Employers’
Accounting for Defined Benefit Pension and Other Postretirement Plans, (“SFAS No. 158”), an amendment of
FASB Statemenis No. 87, 88, 106 and 132(R}. SFAS No. 158 represents the completion of the first phase in the
FASB’s postretirement benefits accounting project and requires an entity to recognize in its statement of
financial position an asset for a defined benefit postretirement plan’s overfunded status or a liability for a plan’s
underfunded status, measure a defined benefit postretirement plan’s assets and obligations that determine its
funded status as of the end of the employer’s fiscal year, and recognize changes in the funded status of a defined ,
benefit postretirement plan in comprehensive income, in the year in which the changes occur. The requirement to
recognize the funded status of a defined benefit postretirement plan and the disclosure requirements are effective
for fiscal years ending after December 15, 2006. The Company will adopt this requirement beginning August 1,
2006. The requirement to measure plan assets and benefit obligations as of the date of the employer’s fiscal
year-end statement of financial position is effective for fiscal years ending after December 15, 2008. The '
Company will adopt this requirement for our fiscal year beginning August 1, 2007. We are in the process of
determining the impact of SFAS No. 158 on the Company’s Consolidated Financial Statements. -
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3. OTHER ACCRUED EXPENSES oo
Other accrued expenses consisted of the _folloWing at July 31, 2006 and July 31, 2065:

) (in thousands)

' 2006 2005
Accrued compensation .. . ... U FUR . $8450° " $ 6,843 -.‘
Accrued income and local taxes ........ PP - 5177 5362
Warranty 1eServe . ...........iiiiria ... e e 3,543 2,543
Andoreserve (1) ......... IRERREE e RN . 213 . 603
Accrued restructuring . ........... ..ooariiiiiiin., e . 7,001 9,999
Other acerued €XPEnses ... . . .\ oeererneeennnns. U e 7,170~ 7,096

.- 831,554 $32,446 .

.
.

(1) Liability established as a result of cllssolutlon of a joint venture agreement with Ando Electnc Co., Lud., a '
' Japanese company. . o . .

4. LONG-TERM DEBT - ‘ - o |

Long-term debt consists 'of the following: i
- \ . T i - [

As of July 31,
(in thousands)
. . 2006 ¢ .. 2005
Convertible subordinated NOES . .. ..ottt ee i e $ 83,287. § 88,287 -
Five yearbank termloan . .............o veiiii i " 59,400 60,000
Lease purchase obligations, net of deferred interest ... ................. " 4 ‘ 6 . !
_ | ' S o 147,691 148293 |
Less: Current POrtion ... ......vvevirin oo, Ceee (70 07 1) (606),. .

$ 77,620 $147,687 . ..

On August 8, 2001, the Company received net proceeds of $145.2 million from a private placement of $150
million, 4.25% Convertible Subordinated Notes (“the Notes”™) due 2006. The private placement was effected
through a Rule 144A offering to quallfied institutional buyers. Interest on the Notes is payable on February 15
and August 15 of each year, commencing February 15, 2002, The Notes are convertible into shares of our
common stock at any time prior to the close of business on August 15, 2006, unless previously redeemed ata
conversion price of $29.04 per share, subject to certain adjustments. Prior to August 19, 2004, the Company
could have redeemed any.of the Notes at a certain redemption price, plus accrued interest, if the closing price of
the common stock has exceeded 150% of the conversion price for at least 20 trading days in any consecutive
30-day trading period and certain other conditions are satisfied. On or after August 19, 2004, the Company could '
have redeemed any of the Notes at designated redemption prices, plus accrued interest. The Notes are unsecured
and subordinated in right of payment in full to all existing and future senior indebtedness of the'Company. -
Expenses associated with the offering of approximately $4.8 million are being amortized using the straight-line
method, which approximates the effective interest method, over the term of the Notes. The stated interest rate is
4.25% and the effective rate is 4.39% due to the amortization of capitalized costs associated with the offering.
During the fourth fiscal quarter of 2005, the Company repurchased $61.7 million of the outstanding principal
balance. On November 14, 2005, the Company exchanged $27.2 million in aggregate principal amount of new -
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notes plus ail accrued and unpaid interest on the outstanding notes for an equal principal amount of outstanding
notes due August 2007. Please refer to the Company’s current report on Form 8-K filed on November 14, 2005
for further details. As of July 31, 2006, the outstanding principal balance of the 4.25% Convertible Subordinated
Notes was $61.1 million. In addition, $27.2 million of new notes are due in August 2007. As of July 31, 2006 the
outstanding principal balance was $88.3 million of which $61.1 million is due on August 8§, 2006 and $27.2
million is due August 15, 2007. On August 8, 2006 the Company paid with its existing short term cash, the $61.1
million 4.25% Convertible Subordinated Notes due. The Company intends to pay the remaining $27.2 million in
August 2007 with cash from operations.

On June 3, 2005, the Company closed a $60.0 mitlion term loan with a lender. The loan has a five year term,
with interest only payable in the first year. Interest is at the lender’s variable prime rate and the loan is secured by
all assets.of the Company located in the United States. The proceeds from this loan were used to finance the
repurchase of the $61.7 million 4.25% Convertible Subordinated Notes and other working capital purposes. As of
July 31, 2006 the outstanding loan amount is $59.4 million of which $9.0 million is classified as current portion _
of long-term debt that will be repaid in fiscal 2007. The $59.4 million will be paid in 47 payments as follows:

(i) two monthly installments of $0.6 million payable August 1, 2006, then 9 monthly installments of $0.6 million
through May 1, 2007; (ii) twelve monthly installments of $1.2 million, commencing on June 1, 2007 and ending
on May 1, 2008, (iii) twelve monthly installments of $1.5 million, commencing on June 1, 2008 and ending on
May 1, 2009; and, (iv) twelve monthly installments of $1.7 million, commencing on June 1, 2009 and ending on
May 1, 2010. The Company has a covenant in its loan agreement that requires it to maintain minimum cash and
cash equivalents and marketable securities balances with the lender of no less than the aggregate of the
outstanding term loan plus $30.0 million. However, in the event the Company’s cash and cash equivalents and
marketable securities are less than this amount, the impact to the Company is the imposition of additional bank
fees. The additional fees ‘would not have a material impact on the Company’s financial position or results of
operations, 1

The Company has a second credit facility with another.lender for a revolving credit line of $5.0 million.
This facility is secured by cash and marketable securities. This line of credit secures obligations of operating
leases and existing stand-by letters of credit. The line is fully utilized with $0.0 million available as of July 31,
2006 by securing our obligations under certain lease agreements and letters of credit. The facility expires on
August 1,2007. ..

5. INCOME TAXES

Reconciliation of the'U.S. federal statutory rate to the Co'mpany"s effective tax rate is as follows:

o : : Year ended July 31,
L : . 2006 2005 2004
US. Federal statutory rate ............. DU U ... 350% 350% 35.0%
Change i m valuation' allowanceluullzatton of net operating loss carryforwards PR ) (3500 (3500 (350

Effectwetaxrate.........‘........,._ ..... e e e 0.0% 0.0% 0.0%

52




LTX CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

The temporary differences and carryforwards that created the deferred tax assets and (liabilities) as of -
July 31, 2006, and 2005 are as follows:

Ty

' : o Asof July 3, -

: {in thousands)
Deferred tax assets: ' '

Net operating loss carryforwards ...:.......... P RN o, $153,201 - $ 157,853

Taxcredits ..........cvvivnirn..s e S T - 41939 30,242

Inventory valuation TESEIVES . . .. .. vieererer e eranenennit 17,789 + 39,858

Deferred revene . ..o e e e e 337 1,057

071 4= - 10,973 . , 11,638
Total deferred tax assets, net . ..ottt einenns s 224,239 . 240,648

i . Valuation allowance . .. e e (224,239) . (240,648)

Net deferred tax assets . ....vvvuverener e aiaeaenn.. S ... -8 —

Compliance with SFAS No. 109 requires the Company to periodically evaluate the nccé‘ssity of establishing
or increasing a valuation allowance for deferred tax assets depending on whether it is more likely, than not that a
related benefit will be realized in future periods. As a result of its cumulative loss position, the Company-
continues to maintain a full valuation allowance against its deferred tax asset balance. Included i in the valuation
allowance is approximately $4.7 million related to certain NOL carryovers resulting from the exercise of stock
options, the benefit of which, when recognized, will be accounted for as a credit to additicnal pald in capital
rather than a reduction in income tax. . C ot o .

. ] *

As of July 31, 2006, the Company had federal net operating loss carryforwards of $419,111,000, which
expire in 2019 to 2027, and Federal tax credit carryforwards of $25,951,000, which expire from 2016 to 2021.
State tax credits and carryforwards of $15,998,000 at July 31, 2006 expire from 2006 to 2020. The Company also |
has foreign NOLs of $2,567,000 in the United Kingdom and $676,000 in Japan. '

In accordance with SFAS No. 109 and SFAS No. 5, Accounting For Contingencies, we established reserves
for tax contingencies that reflect our best estimate of the transactions and deductions that we may be unable to
sustain or that we would be willing to concede as part of a broader tax settlement. We are currently undergoing
routine tax examinations by various state and foreign jurisdictions. Tax authorities periodically challenge certain |
transactions and deductions we reported on our income tax returns. We do not expect the outcome of these ',
examinations, either individually or in the aggregate, to have a material adverse effect on our financial position,
results from operations or cash flows. '

¥

6. STOCKHOLDERS’ EQUITY _ . ,
Public Offering - ) - o

In January 2004, the Company filed a shelf registration statement on Form S-3 to register up to $250.0 _
million of common stock, debt securities and warrants. On February 19, 2004, an offering was closed pursuant to
the registration statement relating to the sale of 8,050,000 shares of common stock at $16.50 per share. The
offering included 1,050,000 shares sold as a result of the exercise, in full, by the underwriters of their option to
purchase additional shares of common stock. Gross proceeds from the stock offering totaled approximately
$132.8 million. Proceeds to LTX, net of $6.3 million in underwriters’ commissions and discounts and other
expenses, totaled approximately $126.5 million.
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Rights Agreement ' S - ' :

The Company has a Rights Agreement whereby each common stock shareholder has one common share
pu'rchase right for each share of common stock held. The rights will become exercisable only if a Person or group
acquires.15% or more of the Company’s common stock or announces a tender offer that would result in
ownership of 15% or more of the common stock. Initially, each right will entitle a stockholder to buy one share
of common stock of the Company at a purchase price of $45.00 per share, subject to significant adjustment .
depending on the occurrence thereafter of certain events. Before any person or group has acquired 15% or more
of the common stock of the Company, the nghts are redeemable by the Board of Directors at $0.001 per right.
The nghts expire on April 30, 2009 unless redeemed by the Company prior to that date.

Reser’ved Unissued Shares ‘ : .

At July 31, 2006 the Company had reserved 13,794, 796 unissued shares of its common ‘stock for poss:ble
issuance under stock-based’ compensation plans and the Company’s Employee Stock Purchase Plan. In addition,
at July 31, 2006, the Company has reserved 3,040,186 shares of its.common stock for issuance relating to the
Company’s 4.25% Convertible Subordinated Notes. On August 8, 2006, the Company paid $61.1 million of the
4.25% Convenible Subordinated_ Notes, which reduced the amount of shares reserved to 933,196.

7. EMPLOYEE BENEFIT PLANS -
Stock Optmn Plans

- 1 .
. P

In connection with the Company $ Stock Opnon Plans at July 31 2006, 3,860, 339 shares were subject to
future grant under the 2004 Plan and no shares were available for future grant under any of the other Company -
Stock Opuon Plans,

ot . . . > L
'I'he followmg isa summary of actmtles for the Company s Stock Optlon Plans e

L

Stock Optlon Act1v1ty

2006 , , 2005 - _ 2004

. Weighted Weighted . Weighted
Numberof ~ Average Numbet of Average Number of Average
Shares (1) Exercise Price. Shares (1) Exercise Price Shares (1) Exercise Price

Options ougSt:‘mcfihg, beginning of ' : ' © :
year .. ..... e 10,723,005  $10.40 9,035,317 $11.46 8,170,946 $10.36

Granted . ...... ST 169,500 3.81 2,151,225 575" 1,722,750 1351
Exercised ...................... (188,785)  3.59 (78,285) 3137 (797.482) 5.10
Forfeited ............ ... .. ... (2,169426) 1099 {385,252y 1024 (60,897 951
Options outstanding, end of year .... 8,534,284 917 10,723,005 1040 9,035317- 1143
Options exercisable . ......... e 1,147,159 10.75 - 8,600,755 11.69 4,604,552 11.81
‘ Options _available.qu grant ........ 3,’860,8_39 . 3,206,432 . L 991,432 _
Weighted average fair value of. - el ' : : St R
options granted dunng year ..... T $ 2.68 ©§ 351 e $11.70

(1) Does’ not mclude 639 773 shares for employec stock purchase p]an in 2006, 761,654 shares in 2005 and
1,050, 140 shares in 2004, 7 . , . ‘ . ;
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- As of July 31, 2006 the status of the Company’s outstandmg and exercisable options is as follows:

!

l Opuons QOutstanding . J . Optmns Exermable i ,
. Weighted L , . . ‘
Average © Weighted * Weighted !
. ‘ ’ Number Remaining Average Number Average
Range of Exercise Price ($) , .Qutstanding Contractual Life Exercise Price ($) Exercisable ‘Exercise Price ($)
0.00-4.63 972,447 36 . 3 360 491,639 ' $'3.24
4.64 -9.25 x 3,331,409 . 63 . . . 6.77 - 2,425,092 . 7.26
9.26 — 13.88, . 3,239,475 5.5 - 12,76 L -3,239475 12.59
13.89 - 18.50 693,953 4.5 15.40 693,953 15.40 .
18.51 -23.13 244,000 4.6 21.09 244,000 ! 21.01 '
23.14-27.75 16,000 5.6 26.20 16,000 26.20 '
27.76 - 32.38 1,000 4.9 28.34 1,000 K 28.34
32.39 -37.00 20,500 3.5 T t33.63 -~ 20,500 v 33.63
41.64 - 46.25 7 15,500 : 36 . 46.25 - 15,500 - 46.25
8534284 55 $997 | 7047159 | $1097
*+ RSU Activity : I
e . A : 2006
Weighted Average
.o Number of . Grant-Date
- Shares Fair Value
RSUs outstandmg, begmmng of year ... . . ' — I —
Granted ..... 1,011,800 $4.48
Exercised .............cov0... e e o (163,874) 4.44
Forfeited .. ........ R R R R R PR R PEPEPER (B8, 026) . f 4.44
RSUs oﬂtstanding, endofyear....... ... . ... ..o 759,900 . $4.50

On June 7, 2005, the Board of Directors, upon recommendation of the Board’s Compensatlon Committee, ,
approved the accelerated vesting of certain unvested and “out-of-the-money’ * stock options held by employees '
executive officers and non-employee dlrectors with exercise prices greater than $7.50 per share. The closing sale’
price of LTX’s common stock on the Nasdaq National Market on June 7, 2005 was $5. 20. As a result of this
vesting acceleration, which became effective on June 7, 2005, options to purchase approxlmalely 23 rmlhon
shares of LTX’s common stock that would otherwise have vested at vanous times wn:hm Lhe next four years™
became fully vested.

" The decision to accelerate these unvested options was made primarily to reduce compensation expense that '
might be recorded in future periods following our adoption of SFAS No. 123R on August 1, 2005. Accelerating
the vesting of these stock options reduced the Company’s aggregate compensatlon expernse in future periods by'a
total of approximately $10.4 million, before taxes, based upon value calculations using the Black-Scholes
methodology (approximately $6.2 million in fiscal year 2006, $4.1 million in fiscal year 2007, and $0.1 mllhon

"in fiscal year 2008).

The Company instituted an employee stock purchase plan in 1993 (1993 ESPP”). Under the 1993 ESPP,
eligible employees may contribute up to 15% of their annual compensation for the purchase of common stock of

Employees’ Stock Purchase Plan B | .
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the Company, subject to-an annual limit-of $25,000. The price paid for the common stock is equal to 85% of the
lower of the fair market value of LTX’s commeon stock on the first business day or the last business day of a
six-month offering period. The 1993 ESPP limits the number of shares that can be issued over the term of the
plan to 3,000,000 shares. In December 2003, the 1993 ESPP expired and at the annual meeting on December 10,
20003 the shareholders approved a new employee stock purchase plan (“2004 ESPP”). The 2004 ESPP provides
the same provisions as the 1993 ESPP and allows for the issuance of 1,200,000 shares of common stock to
eligible employees. In September 2005, the Company amended the 2004 ESPP to provide that the price paid for
the common stock-is equal to 85% of the fair market value of LTX’s common stock on the last business day of a
six month offering period. In fiscal years 2006, 2005, and 2004, shares issued under these employee stock
purchase plans were 121,881, 288,486 and 277,821, respectively. .

Other Compensation Plans

The Company has establlshed a Profit Sharing Bonus Plan, wherein a percemage of pretax profits are
distributed quarterly to all non-executive employees. Under the Profit Sharing Bonus Plan, the Company
recorded profit sharing expense for all eligible employees of approximately $1.6 million, $0 million, and $0.4
million, for fiscal years 2006, 2005, and 2004, respectively.

The Company has an Executive Profit Sharing Plan based on certain profitability milestones. Employees
included in this plan are excluded from the Profit Sharing Bonus Plan. The Company expensed $1.3 million, $0
million, and $0 million for the fiscal years 2006, 2005, 2004 respectively.

The Company has a 401(k} Growth and Investment Program (“401(k) Plan™). Eligible employees may make
voluntary contributions to the 401(k) Plan through a salary reduction contract up to the statutory limit or 20% of
their annual compensation. The Company matches employees’ voluntary contributions, up to certain prescribed
limits. Company contributions vest at a rate of 20% per year. The Company suspended the match as of June of
fiscal year 2001. The Company match was reinstated beginning August 2005. The Company recorded related
expense of $0.7 million for the fiscal year ended July 31, 2006. ,

The Company has a defined benefit pension plan for its operation in the United Kingdom. The plan was
constituted in October 1981 to provide defined benefit pension and lump sum benefits, payable on retirement, for
employees of LTX(Europe) Limited, (“UK”). The plan has 71 participants of which 3 remain as active employee
members and 68 are non-active former employees but for whom benefits are preserved. The plan has been closed
to all new members since December 31, 2000. During fiscal 1998 LLTX initiated a significant worldwide
headcount reduction. This restructuring involved the termination of 28 of the then 71 UK pension plan
participants. Additionally, the Company annouriced the intent to divest its iPTest business in the UK in August
1998, and disclosed this in the annual report on Form 10-K for fiscal 1998. The Company subsequently sold its )
iPTest subsidiary in the UK in fiscal 2000. These actions resulted in the termination of 19 of the then 43 active
UK pension plan participants. The Company has concluded that these actions met the requirements of paragraph
6 of SFAS No. 88, Employers’ Accounting for Settlements and Curtailments of Defined Benefit Pension Plans |
and Termination Benefits in fiscal 1998 and resulted in a curtailment of this plan at that date. The plan was
under-funded as of July 31, 2006 by 3$4.6 million. The Company has recorded this liability as other long-term
liabilities in the amount of $4.3 million and accrued short-term liabilities of $0.3 million on the consolidated
balance sheet as of July 31, 2006. Additionally, the Company has recorded a $0.7 million unrecognized mmsmon
obligation asset, a $0.4 million accumulated other comprehensive loss in stockholders’ equity and an adjustment
to opening retained earnings of $2.9 million. The adjustment to opening accumulated deficit resulted from the
correction of an error related to the 1998 and 2000 curtailments of this plan. The Company intends to make
contributions over a 10 year period in order to reach fully funded status. The Company does not anticipate
significant pension expense going forward from July 31, 2006. Factors that could impact the amount of expense
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recorded include but are not limited to: 1) the rate of return on the assets invested or 2} the discount rate used to
determine the net present value of the future liabilities. The expected rate of return on assets is 6.0% and the
discount rate is 5.1%. Cash payments are projected to be approximately $0.3 million in fiscal 2007 and actual
cash payments were $0.2 million in fiscal 2006.

. |
8. INDUSTRY AND GEOGRAPHIC SEGMENT INFORMATION

The Company operates predominantly in one industry segment: the design, manufacture and marketing of
automated test equipment for the semiconductor industry that is used to test system-on-a-chip, digital, analog and
mixed signal integrated circuits. '

In fiscal years 2006, 2005, and 2004, Texas Instruments accounted for 56%, 47%, and 58%, of net sales,
respectively. Sales to the top ten customers were 82%, 77%, and 88%, of net sales in fiscal 2006,;2005, and 2004, '
respectively. ) 1 -

The Company’s operations by geographic segment for the three years ended July 31, 2005 are summarized
as follows:

Year ended July 31,

) ' 2006 2005 2004
{in thousands)
Sales to unaffiliated customers: :
United SIaES . ..o oottt e e % 88,896 § 41,253 § 86,907
Taiwan ..........ccoiiiiiionn. e e . 10,538 11,815 17,832
Japan ... 2,840 5,978 6,380
SINEAPOTE . v\ ver oo O 45,632 14765 48,866
PhiliPPINES . ..\ ovteeeeetteee i ee e ie e e 55176 38941 ° 66,832
All Other COUNties .. ... vt n it e e e e R 13,421 21,779 28,984
Total sales to unaffiliated CUSIOMETS . . ... v.vvvrneeeen e eieenes $216,503 $134,531 $255,801
Long-lived assets T - o ' .
United States .. .... e e o oo . % 490618 % 58,157 5 76,385
Taiwan ...l S e e : 394 . 670 1,502
~Japan ........... S e - .54 .22 19
Singapore ............. e e 1,545 1,996 4,410
All other countries ......... DR e, e - 784 1,052 2,713
Total long-lived assets ................. U [ $ 52,395 $ 61,897 '$ 85029

Transfer prices on.products sold to foreign subsidiaries are intended to produce profit marg'ins that
correspond to the subsidiary’s sales and support efforts. Sales to customers in North America are 100% within
the United States.

9. COMMITMENTS AND LEGAL MATTERS

The Company has operating lease commitments for certain facilities and equipment that expire at various '
dates through 2016. The Company has an option to extend the term for its Norwood, Massachusetts facility lease
for two (2) additional five (5) year periods provided that the Company notifies its landlord at least four hundred ‘
twenty-five (425) days prior to expiration of the original term. For further information, refer to the Company’s .
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Form 8-K filing dated December 21, 2005. Minimum lease payments under noncancelable leases at July 31,
2006, are as follows: . B o

L

. ~ Total
Real Operating
Year ended July 31, Estate Equipment Leases

(in thousands) s

$ 3445 $2955 $ 6,400
1,807 350 2,657
1,211 - " 176- « 1,387
1,027+ . 48 1,075
356 — 856
4472 - — 4,472

$12,818  $4,029  $16:847

Total rental expense for fiscal 2006, 2005, and 2004 was $3,299,090, $9,261,863,-and $14,084,063, ...
respectively.

- The Company is, from time to time, subject to legal proceedings, claims and investigations that arise in the
ordmary course of business. There are no such matters that the Company believes are material with respect to its
business, financial position or results of operations.

10. REORGANIZATION CHARGES AND INVENTORY PROVISIONS

For the quarter ended J uly 31, 2006, the Company recorded a reorganization charge of approximately $0.2
million, refating primarily to the relocation of the Company’s corporate headquarters.

, . :

. For the quarter ended January 31, 2006, the Company recorded a reorganization charge‘of' approximately
$1.9 million, of which $0.6 million consisted of severance and employee benefit costs relating to Europe
workforce reductions, $1.2 million for future lease obligations and $0.3 million of plant closure expenses and . -
legal costs related to the closure of the Company’s facilities in the United Kingdom. These expenses were
partially offset by a $0.2 million reversal of a previously recorded liability for the remaining lease payments of
the Company’s Westwood, Massachusetts facility. The Company signed an agreement during the quarter ended
January 31, 2006 which reduced the future liability previously recorded in fiscal 2005. Approximately $1.1
million of cash payments relating to the $1.9 million reorganization charge were made during the fiscal year
ending July 31, 2006. The remaining $0.8 million will be paid out over fiscal years 2007, 2008 and 2009. In
addition, we continued to maintain other cost reduction measures, such as the strict oversight and reduction in
discretionary travel and other variable overhead expenses. We believe that these reductions in operating costs
have reduced our costs while preserving our ability to fund critical product research and development efforts and
continue to provide our custoniers with the levels of responsiveness and service they require.

On October 235, 2005, LTX Corporation took actions to reduce its operating expenses, including reducing its
worldwide workforce by approximately 15%. eliminating 77 positions. Of the 77 positions, 74% were from
engineering, 14% from administration, 7% from manufacturing and 5% were from sales and marketing. The
Company took these actions based on a continuing review of its business plans and operations. The Company
expects to realize annual savings in operating expenses of approximately $8.0 million as a result of these actions.
For the quarter ended October 31, 2005, the Company recorded a reorganization charge relating to workforce
reductions and the separation agreement with its Chief Executive Officer of $4.2 million, of which.$2.3 million
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i

consisted of severance costs relating to a worldwide workforce reduction, which was paid during the fiscal year
ending July 31, 2006, and a $1.9 million charge relating to the separation of the Company’s Chief Executive
Officer. The separation agreement with the Company’s Chief Executive Officer has a $1.2 million cash
component, and a non-cash component consisting of the acceleration of stock option expensing of $0.7 million.
For more information, please refer to the Company’s current reports of Form 8-K filed on October 27, 2005 and
November 4, 2005. N

During the quarter ended April 30, 2005, the Company recorded a reorganization charge of $28 6 million as
a result of a significant corporate-wide restructuring undertaken to more effectively ahgn the Company s
resources with our current business strategy. Of the $28.6 million, approximately $4.0 million related to '
headcount reduction and approximately $24.6 million related to fixed asset impairment and facilities
consolidation. . . . \

The $24.6 million reorganization charge relating to fixed asset impairment and facilities consolidation was
undertaken as a result of an asset impairment review. This review was triggered by the workforce reduction and
business unit reorganization. Of the.$24.6 million impairment charge, $18.1 million was related to fixed asset
equipment, $4.6 million related to future lease obligations on equipment that will no longer be used and $1.9
million related to facilities consolidation. The equipment, which has already been disposed or.will be disposed of
over the next twenty four-months, consists primarily of older technology having little or no resale value. The
equipment that has not'been disposed consists primarily of leased equipment with remaining principal payments
.that the Company cannot dispose of untll all lease obligations have been satisfied. ‘

) .

The Company recorded a reorganization charge in the quarter ended October 31, 2004 of $3.1 million, of
which $1.5 million consisted of severance costs relating to a worldwide workforce reduction and $1.6 million
related to consolidation of the Company’s facilities in the United Kingdom. The $1.6 million reorgamzatlon
charge related to the consolidation of the Company’s facilities in the United Kingdom ‘consisted of future lease
obligations net of any rental income. In the first quarter of fiscal 2005, the Company’s major customers reduced
their forecasts for capital equipment purchases, which resulted in a sudden and substantial drop in revenues and
orders for.the Company. These conditions continued into the second quarter of fiscal 2005. As a result of the
shorter than expected upturn in busmess conditions, and the completion of the Company’s transition to its next
generation Fusion, the Company deemed it appropriate to make an adjustment to its inventory and recorded a
$47.5 million excess and obsolete inventory provision, primarily related to Fusion HF, in the quarter ended
October 31, 2004. ; ’

A
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- The following table sets forth the Company’s restructuring activity and related accrual-for the fiscal years -
ended 2006, 2005 and 2004: .

m 1

Severance Equlpnje_nt Facility ‘Asset

Costs lenses lenses  impairment "Total
' (in thousands) T
-Balance July 31,2003 ... .. . ... .. .. ... ... ... $04 $— $— $ - "$ 04
Additions toexpense ................. . — — — - —
Non-cash utilization ............. PO L — - == T
Cashpaid ...0..... .0 ... .o oo 0.9 — — —_ " 0.4
Balance July 31,2004 ................... P $— . $— $— $— §—
Additions toexpense ... ............. . ... 55 4.6 35 181 317
Elimination of deferred gain .................. ... — 238 — — 2.3
Non-cash utitization ..... . e R — T — hoasn o oJusn
Cashpaid............... e e (4.8) (0.8) (0.8) —_ 6.4)
Balance July 31,2005 .............. PR $07° $66 $27 $—  $100
Additions to expense . ... ... S L 49 (0.1) 1.4 01 .« 63
Elimination of deferred gain ..................... — 07Hn - — — ©{0.7)
Non-cash utilization . ........... .. o iviinnn. 0.3) — {0.1) (0.1) (0.5)
Cashpalcl (3.2) - (LT) (2.2) — (7.1
Balance July 31,2606 ............................. $2.1 $4.1 $18 $— § 80
11, QUARTERLY RESULTS OF OPERATIONS (unaudited) |
Year Ended July 31, 2006
First Second . Third Fourth

Quarter (1) (4) Quarter (2) (4) Quarter (4) Quarter (3) (4}
(In thousands, except per share data)

Netsales . ......ooooveiiineeeiieeiienn $44,951 $47,303°  $56,339  $67,410
Grossprofit ......................... R 18,694 22,257 - 29,480 35,876
Netincome (loss) . .....ovvvin it ininn (8,383 (1,446) 8,141 13,929
Net income (loss) per share: ' '
Basic ... e e $ (0.14) $ (0.02) $ 013 $ 023
Dilated ........ .o i $ (0.19 $ (0.02) $ 013 $ 022

(1) Includes reorganization costs of $4.2 million.
(2) Includes reorganization costs of $1.9 million and an inventory related provision of $0.2 million.-
(3} Includes reorganization costs of $0.2 million. ‘
(4) Includes stock based compensation of $0.7 million, ($0.01 per share), $1.2 million, {$0.02 per share), $1.4
million, ($0.02 per share) and $1.3 million, {$0.02 per share}, respectively.
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Year Ended July 31, 2005
First " Second .Third , :. Fourth,
, " Quarter (1)  Quarter Quarter (2) Quarter
) . ) (In thousands, except per share data)
Netsales ......... U 843033 $27,036 $ 25,5348 38,928
Grossprofit ....%....... L el o N (32,658 7153 6,339 ' 14934
Net inCOME (I0SS) - -+ -+ e v e e et et e ee e aeeaee e (61,673) (19,183) (45,656) ' (6,214)
Net income (loss) per share _ ' ' _ . - o
Basic ...... S Gl s aon s 03D 8 (075)°S (010)
. Diluted ........... e $ F(1.01) $ (0.31) $ (075 $ (0:10)
Accounting for Stock-Based Compensauon ' oo T
Net income (loss) - S _ ' T
Asreported ......... e L] 8(61,673) $(19.183) T $(45,656) $ (6,214)
Deduct: Total stock based employee compensations expense ’ Lo R
determined under fair value based method for all awards . : ‘ :
net of relatedtaxeffects e PR - 3,546 3,900 3,983 14,661
Proforma net income (]oss) e . e $(65,219) $(23,083) $(49:_639) $(20,875) :
Net income (loss) per share: ‘ . - '
Basic _ .. - Lo o O
AsReported ......... e e $ (101 $ (031 $ (075 .8 (0.10)
PROTOIMNA o\ e e e et eeeaeeein e e $ (107) $ (038) $ (0.81) $ (034) .
Diluted ‘ ‘ L L,
AsReported .. ...... e e $ (g0op $ (031D $ (075 $ V.10
Proforma ....... e i 3007 8 (038) 5 (0.81) § (0.39)

(1) Includes reorgamzatlon costs of $3.1 million and an inventory charge of $47.5 million. -

(2) Includes reorga.mzanon costs of $4.0 million and a fixed asset impairment charge of $24.6 million.”

12. SUBSEQUENT EVENTS

On September 13, 2006, the Company granted 964,500 performance based and service based RSUs from the
Company’s 2004 Stock Plan to the Company’s executive officers (see Form 8-K filed on September 14, 2006),
_and other key officers and employees. The performance based RSUs granted to the executive officers that do not
vest within five years from the date of grant will expire. The annual stock based compensation expense is

expected to be approx1mately $4.7 million amortized over four years.

61

.‘




Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of LTX C'drporation SO e

_We have audited the"accompanying.consolidated balance sheets of LTX Corporation (the “Company”) as of
July-31, 2006 and 2005, and the related consolidated statements of operations and comprehensive income,
stockholders eqmty, and cash flows for each of the three years in the period ended July 31, 2006. Our audits also
mcluded the financial' statement schedule listed in the index at Item 15(a). These financial statements are the
I'CSpOHSlblllty of the Company s management. Our responsibility is to express an opmlon on these ﬁnanc1al
statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Pubhc Company Accountmg 0versnghl
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, An audit also mcludes .
assessing the accounting principles used and significant estimates made by management, as well as evaluatmg the’
overall financial statemént presentation. We beheve that our audits prov:de a reasonable basis for our opmlon

« In our opinion, the consolidated financial statements referred to above present farrly, ,m all materlal respects
the consolldated financial position of LTX Corporation at July 31, 2006 and 2005, and the consolidated results of
its operations and its cash flows for each of the three years in the period ended July 31, 2006, in conformity with
U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement schedule, ' *
when considered in relation to the basic financial statements taken as a whole, presents farrly in all material
respects the lnforrnatlon set forth therein. * ot

s ! . “

".I " * * . . . . PR

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States) the effectiveness of LTX Corporation’s internal control over financial reporting as of July 31,
2006, based on Criteria established in ‘Internal Control- -Integrated Framework issued by the Committee of
* Sponsoring Organlzatlons of the Treadway Commission and our report dated. 0ctober 1 l 2006 expressed an T
unqualified opnmon thereon

Ernst & Young LLP _
' T R M
Boston Massachusetts Y L ' . ] o L : .
Octoberll 2006 .. o '. . o o .

N . ' ' . . .
P ’. L ) | g o - Al . . _;5."3 L . B L

T aga
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Item 9. Changes in and Disagreements with Accountants on Accounting and'Financial Disclosure

1
There has been no change of accountants nor any disagreements with accountants on any matter of
accounting principles or practices or financial disclosure required to be repoited ‘under this Item ;

.

Item 9A. ' Controls and Procedures . ‘ S ¥ . Cop e
Evaluation of Disclosure Controls and Procedures . -

The Company’s management, with the participation of the Company’s Chief Executive Officer and Chief
Financial Officer, evaluated the effectiveness of the Company’s disclosure controls and procedures as of July 31,
2006. The term “disclosure controls and procedures,” as defined in Rules 13a-15(¢) and 15d-15(e) under the
Exchange Act, means controls and other procedures of a company that are designed to ensure that information
required to be disclosed by a company in the reports that it files or submits under the Exchange Act is recorded,
processed, summarized and reported, within the time period specified in the SEC’s rules and forms. Disclosure
controls and procedures include, without limitation, controls and procedures designed to ensure that information
required to be disclosed by a company in the reports that it files or submits under the Exchange Act is accumulated
and communicated to the company’s management, including its principal executive and principal financial officers,
as appropriate to allow timely decisions regarding required disclosure. Management recognizes that any controls
and procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving
their objectives and management necessarily applies its judgment in evaluating the cost-benefit relationship of
possible controls and procedures. Based on the evaluation of the Company’s disclosure controls and procedures as
of July 31, 2006, the Company’s Chief Executive Officer and Chief Financial Officer concluded that, as of such
date, the Company’s disclosure controls and procedures were effective at the reasonable assurance levels.

. ) 1

Management’s report on the Company’s internal control over financial reporting (as defined in Rules
13a-15(f) and 15d-15(f) under the Exchange Act) and the independent registered public accounting firm’s related
audit report are included in this Item 9.

Management’s Annual Report on Internal Control Over Financial Reporting

The management of the Company is responsible for establishing and maintaining adequate internal control
over financial reporting for the Company. Internal control over financial reporting is defined in Rule 13a-15(f) or
15d-15(f) promulgated under the Securities Exchange Act of 1934 as a process designed by, or under the
supervision of, the Company’s principal executive and principal financial officers and effected by the Company’s
board of directors, management and other personnel, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles and includes those policies and procedures that:

«  Pertain to the maintenance of records that in reasonable detail accurately and fairly reﬂﬁct the
transactions and dispositions of the assets of the Company;

+ Provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of management
and directors of the Company; and

«  Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of the Company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Projections of any evaluation of effectiveness to future periods are subject to the risk that controls
may become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.
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The Company’s management assessed the effectiveness of the Company’s internal control over financial
reporting as of July 31, 2006. In making this assessment, the Company $ management used the criteria set forth
by the Comrmttee of Sponsormg Orgamzatlons of the Treadway Commission (COSO) in Intemal Control-

Integrated Framework.

Based on our assessment, management concluded that, as of July 31, 2006, the Company’s internal control .
over financial reporting is effective based on those criteria.

. o= e

The Company’s independent registered public accounting firm has issued a report on our assessment of the
Company s internal control over fmanc:al reporting. This report appears below. -
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Attestation Report of the Independent Registered Public Accounting Firm . j ’

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of LTX Corporation

We have audited management’s assessment, included in the accompanying Management's Annual Report
on Internal Control Over Financial Reporting, that LTX Corporation maintained effective internal ‘control over
financial reporting as of July 31, 2006, based on criteria established in Internal Control——lntegratcd Framework
1ssued by the Committee of Sponsoring Organizations of the Treadway Commission (the COSQ criteria). LTX
Corporauon s management is responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting. Our responsnbnhty is to express
an opinion on management's assessment and an opinion on the effecuveness of the company’s internal control
over financial reporting based on our audit. !

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Qur
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion, ;

A company’s internal control over financial reporting is a process designed to provide reasoilable assurance
regarding the reliability of financial reporting and'the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the Company; and (3) prévide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or dlSp()SlllOn of the, °
company’s assets that could have a material effect on the financial statements. i

+

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future pericds are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate. ' _
|

In our opinion, management’s assessment that LTX Corporation maintained effective internal control over
financial reporting as-of July 31, 2006, is fairly stated, in all material respects, based on the COSO criteria. Also,
in our opinion, LTX Corporation maintained, in all material respects, effecuve internal control over ﬁnanma]
reperting as of July 31, 20086, based on the COSQ criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Ovcrmght Board
(United States), the consolidated balance sheets of LTX Corporation as of July 31, 2006 and 2005, and the
related consolidated statements of operations and comprehensive income, stockholders’ equity, and cash flows
for each of the three years in the period ended July 31, 2006 of LTX Corporation and our report'dated
October 11, 2006 expressed an unqualified opinion thereon. |

Ernst & Young LLP

Boston, Massachusetts . ] o
October 11, 2006 '
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Changes in Internal Controls

There was no change in the Company’s internal control over financial reporting during the fourth fiscal
quarter ended July 31, 2006 that has materially affected, oris reasonably llkely to materially affect, the
Company’s internal control over financial reporting. .

, , . PARTII

N 3 !¢ ) ' N .
Items 10-14. Directors and Executive Officers of the Registrant, Executive Compensation, Security
Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters,
Certain Relationships and Related Transactions and Principal Accountant Fees and Services

Information required under these Items is included in the Proxy Statement for the Annual Meeting of
Stockholders to be held on December 6, 2006, under the headings “Certain Stockholders,” “Election of )
Directors,” “Compensation of Executives and Officers,” “Compensation Plans,” “Section 16(a) Beneficial
Ownership Reporting Compliance,” and “Information Concerning Auditors,” which information is incorporated .
herein by reference. Such Proxy Statement shall be filed with the Securities and Exchange Commission not later
than 120 days after the end of the Company’s fiscal year, July 31, 2006.

PART IV

Item 15. Exhibits and Financial Statement Schedules
'(A) 1. fi‘manclal Statements

The following consolidated ﬁnanc1a1 statements of the Company for the ﬁscal year ended July 31 2006 are
included in Item 8, herein. : . ]

Report of Ernst & Young LLP, Indeptalndent Registered Public Accounting Firm .......... ST, 62
. Consolidated Balance Sheets—Ju]y 31,2006 and 2005 . .... e I 36
Consolidated Statements of Operations and Comprehenswe Income for the years ended July 31, 2006,
2005,and 2004 .. ... i e e 37
Consolidated Statements of Stockholders’ Equity for the years ended July 31, 2006, 2005, and 2004 ... 38
Consolidated Statements of Cash Flows for the years ended July 31, 2006, 2005, and 2004 ......... .39
Note-:‘s tb ﬁle tonsolidated Financial Statements . ..................... S ........ 40
(A) 2. Financial Statement Schedules -

‘Consolidated financial statement Schedule II for the Company is included in Item 15(c). All other schedules
for which provision is made in the applicable security regulation of the Securities and Exchange Comm:ss:on are
not required under the related instructions or are inapplicable and therefore have been omitted.

(A) 3. Exhibits °

~ Certain of the exhibits listed hereunder have previously been filed with the Commission as exhibits to the
Company’s Registration Statement No. 2-75470 on Form S-1 filed December 23, 1981, as amended (the 1981
Registration Statement); to the Company’s Registration Statement No. 2-94218 on Form S-1 filed November 8,
1984, as amended (the 1984 Registration Statement); to the Company’s Registration Statement No. 33-35401 on
Form $-4 filed June 26, 1990, as amended (the 1990 Registration Statement No. 1); to the Company’s
Registration Statement No. 33-39610 on Form S-3 filed June 10, 1991, as amended (the 1991 Registration
Statement No. 1); to the Company’s Amendment No. 1 to Registration Statement No. 33-62125 on Form $-3
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filed September 11, 1995 (the.1995 Registration:Statement No. 1}; to the Company’s Registration No 333-
106163 on Form S-8 filed June 16, 2003 (the *2003 $-8™); to the Company’s Registration No. 333- 1 1814 on
Form $-8 filed January 9, 2004 (the “2004 S-8"); to the Company’s Registration Statement No. 333-121379 on
Form S-8 filed on Decemben 12, 2004 (the “December-2004 S-8"); to the Company s Form 8A/A filed
September 30, 1993 amending the' Company’s Registration Statement on Form 8-A filed November 24, 1982 (the
1993 8A/AY; to the Company’s Current Reports on Form 8-K filed May 11, 1989 and April 3, 2002; the
Company’s Annual Reports on Form 10-K for one of the years ended July 31, 2003, 2002, 2001; 1998, 1997,
1996, 1995, 1994, 1993, 1992, 1991, 1990; 1989, 1988, 1987, 1986, 1985, 1984 and 1983; or the Company §
Quarterly Reports on 10-Q for one of the quarters ended October 31, 1997, January 31, 1998, April 30, .
1998, January 31, October 31, 1999 and January 31, 2000, April 30, 2001, January 31, 2002, January 31,

2003, January 31, 2004, October 31, 2004, April 30, 2005, October 31, 2005 and January 31, 2006 and are
hereby incorporated by reference. The locatlon of each document so mcorporated by reference is noted
parenthetically. ' : !

1
s

[ v o '

(A) Listing of Exhibits ‘.
3.1 . —Articles of Organization, as amended. (Exhrbnt 3.1to the 1995 Reglstratlon Statement No. 1)
32 —By-laws, as amended. (Exhlblt 3(B) to the Quarterly Report on Form 10-Q for lhe quarter ended
October 31, 1997) .
41 ° —Rights Agreément. (Exhibit I of the Registrant’s Current Report on Form 8-K, ﬁled=May 3, 1999),

Amendment to Rights Agreement (Exhibit 4.1 to the Current Report on Form 8-K, filed February
14, 2003) and Amendment No. 2 to Rights Agreement (Exhibit 4.1 to the Current Report on
Form 8-K, filed January 27,2004) .

42 — Indenture dated as of. August 8, 2001 between LTX Corporanon and State Street Bank & Trust

P Y

. Company as Trustee (Exhibit 4(D) to the 2001 Annual Report on Form 10-K} - |
43 —Registration Rights Agreement dated as of August 8, 2001 among LTX Corporation“ Morgan

Stanley & Co., Incorporated, Deutsche Banc Alex Brown and Needham & Company, Inc.

(Exhibit 4(E} to the 2001 Annual Report on Form 10-K) ? )

10.1+ —1990 Stock Option Plan. (Exhibit lO(B) to the Quarterly ‘Report on Form 10- Q for the quarter .
ended January 31, 1998) - t

10.2+ —2004 Emp]oyee Stock Purchase Plan. (EXhlblt 10(D) to the 2004 S-8) . - I

10.3+ —1983 Non- Quallﬁed Stock Optlon Plan (Exhlblt IO(E) to the ]983 Annual Report on Form 10- K)

10.4 DX Corporatlon 401(k) Adoptlon Agreement Retirement Plan and Trust Agreement i o
(Exhibit 10(F) to the 2002 Annual Report of Form 10-K) o

10.5 —Lease dated as of February 27, 1985 relating to land and building at McCandless Park, San Jose,
California. (Exhibit 10(K) to the 1985 Annual Report on Form' 10-K) and Seventh Amendmem to
Lease dated September 25, 2002 - . Cae \ .

10.6 —ILease dated as of November 26,.1980 relating to Company’s facility at 50 Rosemont Road,

Westwood, Massachusetts, and Amendment dated as of April 29, 1982, and Third Amendment and
Restatement of Lease dated April 29, 1982. (Exhibit 10(M) to the 1993 Annual Report on

Form 10-K) and Fourth Amendment to Lease dated as of September 1, 1999 (Exhrbnt lO(M)(l) to
the Quarterly Report on Form IO-Q for the quarter énded January 31, 2000)

10.7 —Termination Agreement dated as of December 20, 2001 relating to Company’s facrllty at
v 5 Rosemont Avenue, Westwood, Massachusetts (Exhibit 10(M)(i) to the Quarterly Report on
' Form 10 Q for the quarter ended January 31, 2002) ! ! ‘

i . b=
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10.8+ -

109

10.10+.

10.11

10.12

10.13+

10.14+ -

10.15

10.16+ -
10.17+
10.18%

10.19

10.20 -

10.21
16.1

21
231
311
31.2
32

. —Sectlon 1350 Certlﬁcauon of CEQ and CFO

—Summary of-Executive Bonus Plan (Exhlbrt 10.8. to the Quarterly Report on Form 10-Q for the
* guarter ended January 31, 2006) . . :

- —Loan and Secunty Agreement dated as of May 31, 2005 between LTX Corporatron and Silicon

; Valley Bank (Exhrblt 10. 9 to the Quarterly Report on Form 10-Q for the quaner ended Aprll 30
2005)

—Form of Change of Control Agreement entered info with certain executtve ofﬁcers (Exhibit lO(Y) ’
. 1o the Quarterly Report on Form 10- Q for the quarter ended January 31, 1998) -

—1999 Stock Plan (Exhibit IO(CC) to the Quarterly Report on Form 10~ Q for the quarter ended -

October 31, 1999)

—Credrt Agreement dated as of April 30 2001 between LTX Corporatlon and Citizens Bank of
Massachusetts (Exhibit 10(EE) to the Quarterly Report on Form 10-Q) for the quarter ended
April 30, 2001) and Amendment 5 to Credit Agreement

—2001 Stock Plan (Exhibit lO(FF) to the Quarterly Report on Form 10-Q for the quarter ended
January 31, 2003)

—Deferred Compensation Plan effectrve as of December 1, 2001 (Exhibit 10(GG) to the Quarterly
Report on Form 10- Q for the [Quarter ended January 31, 2002)

———STI 2000 Stock Optron Plan (Exhibit 4 to the 2003 S- 8)

—2004 Stock Plan (Exhibit 10.15+ to the Quarterly Report on Form 10- Q for the quarter ended -
. October 31, 2004) . . ‘

—F6rm of Nonstatutory Stock Agréement for Non- Employee Directors (Exhibit lO. 16 to the
Quarter]y Report on Form 10 Q for the quarter ended October 31, 2004) '

—Form of Incentive Stock Option Agreement for Employees (Exhrbrt 10.17 to the Quarterly Report
on Form 10-Q for the quarter ended October 31, 2004)

. —Amendment 7 to Credit Agreement dated as of April 30, 2001 between' LTX Corporation and

Citizens Bank of Massachusetts (Exhibit-10.19 to the Quarterly Report on Form 10-Q for the
quarter ended October 31, 2005) o .

—Form of Restricted Stock Unit Agreement (performance vested) (Exhibit 10. 20 to the Quarterly
Report on Form 10-Q) for the quarter ended January 31, 2006) - '

—Form of Restricted Stock Unit Agreement (time vested) (Exhibit 10.21 to the Quarterly Report on
_Form 10-Q for the quarter ended January 31 -2006) N

—Letter dated April 3, 2002 from Arthur Andersen LLP (Exhrbrt 16 to the Current Report on
Form 8-K filed Aprrl 3, 2002)°

—Subsrdlarres of Reglstrant

!

_—Consent of Ernst&Young LLP o, . : PO

—Rule 13a-14(a) Certification of David G. Tacelli, CEQ_
—Rule l3a 14(a) Certrficatron of Mark J ‘Gallenberger, CFO

+ This exhibit is a compensatory plan or arrangement in which executrve ‘officers or drrectors of the Company
participate.

Pursuant to Item 601 of Regulation S-K, certain instrumerits with respect to.long-term debt not exceeding
- 10% of the total assets of the Company and its subsidiaries on a consolidated basis are not filed herewith. The
Company hereby agrees to furnish to the Commission a copy of each such instrument upon request.
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Item 15(b}. Exhibits
Exhibit 21—Subsidiaries of Registrant

Company - - o AR
LTX (Europe) Limited .. ... ... i i e United Kingdom 100%
LTX International Inc., Domestic International Sales Corporation (DISC) . .......... Delaware 100%
LTX (Deutschland) GmBH . ... ... .. 0t e Germany 100%
LT France S. A, .. ..t ittt ettt e e France ' 100%
LTX Test Systems Corporation ..................coo.... e A Delaware 100%
LTX (Italia) Sr.  ..... e e Italy 100%
LTX (Foreign Sales Corporation) B.V. ...... P The Netherlands  100%
LTX Asia International, Inc. ........ e e e Delaware 100%
LTX Israel Limited . ... .......... ... s, e Israel 100%
LTX (Malaysia) SDN.BHD ........... e e e Malaysia - 100%
LTXLLC .....:..... e e e e ‘... Delaware .100%
The subsidiaries listed are all included in the consolidated financial statements of the Company.
Item 15(c}
SCHEDULE Il '
LTX CORPORATION K
VALUATION AND QUALIFYING ACCOUNTS v
For Years Ended July 31, 2006, 2005 and 2004
(in thousands)
Balance at i Balance
beginning  Charged ‘ at end
Description of period toexpense Deductions (1) of period
Reserve for sales returns, allowances and doubtful accounts .
July 31,2006 ... ... -$1906 - $0 $ (515 %1391
NIy 31,2005 .. e .. $2016 . $0 $ (110 . $1,906
July 31,2004 ... .. $3,518 $0 . $(1,502) %2016
Reserve for other accounts receivable
July3L,2006 ... ..o . 5 0 $0 $ .0 $ 0
July 31,2005 ........ e $ 0 $0 $ 0 S 0
July 31,2004 ... $ 0 30 $ 0 $ 0
—_— _ o
(1) Represents amounts written off. o
l .
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of '1b3?4, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly .

authorized. ,.

LTX CORPORATION

By: /s/  Davip G. TACELLI

David G. Tacelli
President and Chief Executive Officer

October 13, 2006

‘e

Pursuant to the requirements of the Securities and Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the regisirant and in the capacities and on the dates indicated.

s +

/s/ ROGER W. BLETHEN Chairman of the Board . Cctober 13, 2006
Roger W, Blethen

fs/ Davip G. TACELLI President and Chief Executive Officer October 13, 2006
David G, Tacelli - (Principal Executive Officer)

/s/ MARK J. GALLENBERGER Vice Présidenl, Chief Financial Officer October 13, 2006
Mark J. Gallenberger and Treasurer (Principal Financial
Officer) |

/s!/  DANIEL V. WALLACE Controller, (Principal Accounting October 13, 2006
Daniel V. Wallace . Officer)

s/ MARK S.'AIN ! Director ) October lfi, 2006 ’
Mark S. Ain ) !

/s/ STEPHEN M. JENNINGS Director October 13, 2006
Stephen M. Jennings

/s/ ROGER J. MAGGS . Director October-13, 2006
Roger J. Maggs ‘
/s/ ROBERT E. MOORE Director October 10, 2006

Robert E. Moore

fs!/  SAMUEL RUBINOVITZ Director October 13, 2006
Samue! Rubinovitz

fs/  PATRICK J. SPRATT Director October 10, 2006
Patrick J. Spratt
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CORPCRATE PROFILE

| LTX Corporation destgns. manulactures, markets and services semiconductor test solutions . for semul:onductor designers {and

|
J

manufacturers worldwide, such as ASE, austriamicrosystems, Infineon Technologies, National Semlcondluctor, Maxim Integrﬁted
| - , L

Products, Renesas, STMitl:roeIectronics and Texas Instruments. Our corporate headquarters are located in Norwood, Massachtjsetts.

We also have development facilities in San Jose, California as well as sales and service facilities throughout North America, Europe

and the Pacific Rim. LTX is traded on the Nasdaq National Market under the symbol “LTX X"
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Chief Financial Cfficer
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and President
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In this report LTX n‘wakes and may from time to time elsewhere make, disclosures which contain torwa;rd -looking s‘tatemenﬁ
within the meaning of the Private Securities thlgatlon Reform Act of 1995. Such torward- Iookmg staternents involve risks and'

uncertainties mcludmg, but not limited to, the Business Risks discussed in the Form 10-K included in this annual report that could

H
a

cause actual results to differ materially from those i in the forward- |ook|ng statements L i
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